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INTRODUCTION
The purpose of this work is to explain the
analysis of financial statements from the point
of view of the husiness man. Although the thesis
presupposes on the part of the reader a knowledge
of the fundamentals of Accounting, an attempt has
teen m.ade to present the material in as non-
technical a mianner as possible.
The text is divided into five main sections,
which cover the importance of analytical knowledge,
principles of statement construction, interpretation
of statements, analysis of comparative statements,
and a brief summa'^y emphasizing the more important
points of the subject.
The sources from^ which the information was
obtained are shown in the appendix.
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THE VALUE OF UNDERSTAITDING STATET/ENTS
The function of financial statements . The function of
the two basic reports of a bu3ine33--the balance sheet and
the profit and loss statement--! s to set forth the financial
condition of the enterprise and to indicate whether that
condition is improving or becoming weaker. The statements
show the money and properties owned by the concern, or, in
other words, the manner in which its capital is invested;
the sources from which the capital was drawn; and the degree
of efficiency with which it is being used. In short, the
statements present information by which the financial strength
of a business may be judged, and provide a basis for the
forecasting of the probable future of the concern.
Uses served by statements . The chief purposes for which
financial statements are used are;
1. For the guidance of the management in the operation
and control of the business.
2. As a basis for the recognizing of credit
3. As a means of Judging an enterprise from the
investment standpoint.
1 . Guidance of the management . The most important use
to which the statements may be put is* in this connection.
They serve the mainageraent by presenting such important
information as; (1) the efficiency with which the concern’s
(i) A common misconception of credit is that it is granted by
the lender; whereas, in truth, it is accepted by him. Credit
is defined as the power to get goods or services in exchange
for a promise to pay money later. Therefore, it is offered by
the borrower, and accepted by the lender in lieu of immediate
payment. See Ettenger, H. P.
,
and Golleb, D. E.
,
•’Credits and
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capital is "being used, (2) how nearly the firm's credit is
"being exhausted, and (3) the trend of its financial condition.
2, Basis f or credit . The importance of statements here
is emphasized by the fact that they represent the greatest
single source of credit informiation available, at least
among city bankers It is estimated (2) that from. 80% to
9b% of commercial transactions are effected by the use of
credit, and thus the importance of financial statements in
this regard is considerable.
Lenders on credit are divided into two main classes, the
lending banker and the merchandise creditor. The banker,
because of the small margin of profit under which he operates,
and also because of the high standards maintained by banking
circles, requires a thorough knowleoge of the financial
position of prospective borrowers, and in order to obtain
this information as accurately and concisely as possible he
depends chiefly upon the financial statements. These reports,
according to one writer (3)^ are probably used more by bankers
than by any other class of business men, and, by the searching
analysis to which they subject the statements, they often read
more out of the reports than does the customer himself.
In merchandise credit transactions the financial statements
do not assum.e the sam.e importance as in banking. The reason for
(1) Munn, G. G. , "Bank Credit, principles and operating
procedure", page 84, 1925.





page 17, 1928, Harpers & Brothers.
(3) Bliss, J. F., "Financial and Operating Ratios in
Managem.en t"
,
page 45, 1923, The Ronald Press Company.
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this is that the margin of profit being wider, greater risks
may be taken, and, in addition, the merchant looks upon the
accepting of the buyer’s credit as an incidental operation
which merely facilitates the sale of his goods, and thus
does not give his credit risks the same degree of attention
as does the banker. With the increase in competition, with its
resultant decrease in profits, more attention must be
directed to this business of exchsinging goods for a promise.
5. Judging investment . As a rule, the prospective
investor has no other means of judging the soundness of sui
enterprise than by the financial statements issued by it.
Thus it is imoortant for the safety of his investment, and
his peace of mind, that he be able to understand a financial
statement, at least to the extent of knowing whether he has
been presented with a true and candid recitation of the state
of affairs. A statement that does not give sufficiently
detailed information from which to draw a satisfactory opinion
of the company’s financial condition is, on its face, an
admission that the concern has weak points that must not be
exposed to potential investors.
The chief points of importance to an investor in an
industrial concern are:
1. The organization’s record of success over a
number of years past.
2. Its present situation.
3. Its prospects for the future.
Information on these points is, or should be, available
from a concern’s financial statements, and the concern that
i .» c.fl Biioot STi-BdO^^m 0^ «j!^,faa«j^.,fl0i4>^ 9iS Tcjpitt













'to ecri'tt en?. t ai^t ©i®
u u . ^
!<?
'‘' i^i: ,ao2i iJtffiiOo ci onA^Xoftx oxtw i^i tW ‘0X^^6«oJi, sxe
i
-* 1 ~ Ti
,-t





' ^ 3 .
.o<.lirov<t a to'i «;i'OOS ^r.l(irui/£-;'X& 'i'3 ^ise-fttaixP ftlfl^ oJ ootopn
9Ti* o»P®P*J<? a rA J5^'
a
fip la «spxtftA^iO® offj |kn/X't»s-^ If' etw®fr -*.»Pw*o pa Ra4





i»a# tiri -o ^ tal v+n^itOQWi e^ it ^iiii?r
Jstonjrtiil 4? oii^i O're ti^iJ oi ,b£iJ:<«
tfirt er^ • fppixjd »iii pi i»%?X 5t
!?c£j ^0 nrai4^.J /oft*5 t>ia!UiP ‘^rw ftfct'Tt R dii*
t
^'xni t5>''loc i^oit t?o»; i vS-i iaofflPisifi A tQ
0- no/^^'3olnrbpn-'P*^-
OG ,••>*1 sit HC- ,st ftoKMc.noo rAioAi’ftll •’'^a»<«ROo thi*
Ip
a(i' Jor^ t BITS' ir.JMit»q ^»sf ntftcVnpo 0/ti iaiti noi^t^c^
.8*;ioiB<»vnl fjelinjiicp o^' £>diMi|U*s
i i'
a4t (ii T#ice»*U Qi tiit^op iPMo
’
,
/ * .\9^^M nTonflOc fia Hi sw^ni’
fi TUTC ftSVJ^WB lo ^*10,06^ C ' n'T’iJ^HWAS^a srfT .r
* *ie/p sirsx Ic ‘tsdmijn
Mf'
/- ,ao If KDf i'iii iftsfcpiQ
. !»'^f.' S4<i *^01 a^,o«q,gS«,,ti^ .B
oW*r?flT'» ,».' AtiJO/i>' ^o .&!
t»!*i oit'woo^siO ana ,Hpf’-^‘‘*M<> 'nionedlj;'
s






.Y i A . -liV,
... ...J-
5 .
refuses to issue statements giving sufficient information is
likely to 'become a source of woe to the unwary investor.
Use to busine ss man . In view of the importance of
financial statements, it is hardly necessary to point out
that the business man must be able to read and interpret
these reports in order that he may have a thorough knowledge
of his own business, and also may be able to determine the
condition of other organizations with which he may come into
contact, whether as prospective creditor or investor, or even
as a competitor.
It would seem that such important data are clearly
understood by practically all business mien, but that such is
not the case is indicated by a well-known authority on
accounting who writes:
"A balance sheet in the conventional form is
perfectly clear to the eye trained to read and
understand figures and is perhaps as concise and
satisfactory exhibit as could be desired for the
person who understands figures
,
but thousands of
business men frankly acknowl edge that they do not
grasp the full import of a financial statement in
the accepted form.”
The failure of the average business man to understand
fully the information presented by the statements is, according
to another writer (2) on the subject, due to the fact that he
does not know how to read and interpret financial statements
properly, and also that considerable analytical work is
necessary on the statements that are usually given.
Thus, it is from the point of view of the average business
TT) ]\^ontgomery, R. H.
,
"Auditing Theory and Practice", page 2,
1915, The Ronald Press Company.
(2) Bliss, J. H., "Financial and Operating Ratios in
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man that the material in the following chapters is presented,
in an attempt to explain to that individual the methods of
utilizing statements to their full extent.
The subject matter covers only those statements that are
customarily drawn by the ordinary business house, and does
not include the discussion of reports of public utilities,
tanks, insurance companies, mining concerns, etc.
( 1 ) For discussions of these other tyoes of statements see
Guthmann, H. G.
,
"Analysis of Financial Statements", 1925,
Prentice-Hall, Incorporated; also WcKinsey, J. 0., "Bookkeeping




j^^ ^Ciiii^lfyitiJ^ 0^ KjlfiistW «!
-*5P /<'• CT' ' Is







uoiui «»»riisttCJ' X<i y,( i1i^$iS
ISf / ' s





















. < . A • m . - ^ ^> iLrllr tiki- ^ W « ># M c. Ii Ii ' M , '. «
‘







THE CONSTRUCTION OF STATETfflNTS

CHAPTER II
THE CONSTRUCTION OF THE BAJ.ANCE SHEET
In order that financial statements may he properly
analysed it is necessary that an appreciation he had of the
principles which govern the construction of these reports. As
a means of insuring that appreciation, this chapter, and the
one following, are devoted to the subject of construction.
Func ti on of the balance sheet . The balance sheet may be
defined briefly as a statement of a concern’s financial
condition at a particular m.oment of time. This term, ’’financial
condition” refers to a company’s debt-paying ability, and also
covers the stability and essential soundness of its basic
values. "Financial condition" is also used in reference to
the periodic orogress of the enterprise. At a given date the
financial condition of a company may be relatively poor, but
if its past record shows a steady progress, a good future m.ay
be reasonably predicted, or at least hoped for. Thus a concern’s
progress, or lack of it, bears strongly upon its financial
condi ti on.
The primary object of the balance sheet is to show the
amount of money invested, the manner in which it is invested,
and the sources from which it was drawn. The amount and
distribution of the invested money is set out by the asset
side of the statem.ent, and the origins of the funds by the
liability and capital side.
Relati on to prof i t and loss statement . The profit and
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supplement to the "balance sheet, but it must be observed, however,
that it is only by a consideration of both statements that the
financial condition can be accurately gauged.
The essential difference between the two lies in the
fact that the balance sheet indicates position, whereas the
profit and loss statement indicates progress. As Kester
puts it: "In one case results are shown as static; in the
other as dynamic". The profit and loss statement summarizes
and shows the results of the activities which have been carried
on throughout the past period, and thus indicates the
direction in which the company’s fortunes are moving. The
balance sheet shows the effects of these results upon its
assets and liabilities and the interests of the owners, and
thus the position in which the concern finds itself as a
result of its labors.
Balance sheet titles . Although the statement is most
commonly labeled "Balance Sheet", there are numerous other
titles bestowed upon it, some of which are (2);
1. General Balance Sheet.
2. Statement of Assets and Liabilities.
3. Statement of Resources and Liabilities.
4. Statement of Assets, Liabilities and Capital.
5. Statement of Worth.
6. Financial Statement.
7. Statement of Affairs.
The first six of the above titles are synonymous in that
(IJ Kester, R. B., "Accounting Theory and Practice", Volume II,
page 597, 1925, The Ronald Press Company.
(2) From Guthmann, H. G.
,
"Analysis of Financial Statements",
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they imply that the figures shown on the statement represent
the balances of the accounts on the books. The seventh,
"Statement of Affairs", is used when the figures given on the
statement indicate the values which it is believed would be
realized if the assets of the concern were to be sold at once.
This statement, which is used in the case of insolvency, also
shows the amounts and orecedence of the various claims against
the business, in order that the creditors may know what they
may expect to receive in settlement of their accounts.
Forms of balance sheet s. There are two main forms in
which the balance sheet may be drawn up. In one, the "account"
form, which is the most customary, the assets are listed on
the left-handed side of the page, and the liabilities and
owners’ interest on the right-hand side. In the other, known
as the "report" form, the liabilities and owners’ interest
are listed under the assets. The balance sheet shown on
page 12 (Form 1) is an example of the account form. The other
tyoe is illustrated by Form 2 on page 13.
The matter of the form* of the statement as a whole is
not so important as that which we might call the internal
form or arrangement, that is, the grouping and arranging of
the various items. This grouping or internal form is of
particular importance to the reader of the statement, as a
proper analysis can be m.ade only when the items are well
classified and arranged.
The requisites of an ideal balance sheet are listed by
Montgomery (^) as follows:
( ^ ) Mon tgomery, R. H.
,
"Auditing Theory and Practice",
Volum.e I, page 367, 1915, The Ronald Press Company.
%-ij ..;
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1. The assets, properly valued and grouped, and
arranged in order of availahill ty. This form
is sanctioned hy hankers and credit men*
2. The liabilities also properly grouped and
arranged in the order in which they will,
or should he discharged.
3. If possible excess of assets or liabilities
should be next shown, so that net worth or
capital may be apparent.
4. A statement showing to whom the excess belongs
or from whom it is due.
In Form 1 on page 12 is shown the preferable form for an
industrial concern. This statement is drawn up in accordance
with the above requirements.
The Federal Reserve Boardhas drawn up and recommended
for the use of business houses the balance sheet shown in
Form 2 on page 13. It is to be noticed that here also there is
a careful arrangement and classification of accounts, which
facilitates the rapid and gainful reading of the statement.
As a further illustration of the manner in which it is
suggested that companies present their financial reports,
there is shown, in Form 3 on page 15, the balance sheet
recommended by the American Bankers Association for the use
of member banks in securing statements from borrowers. As the
reader will note, the statement is more condensed than the
two preceding ones, and also contains a section for a summary
of the period’s profits and losses. There are also provided,
as a means of insuring its integrity, spaces for the
signatures of the officials of the borrowing concern, and of
the certified public accountants who draw up the statement.
Main sec ti ons of statement . The balance sheet may be
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Taxes 50, 000 70, 000
Reserves for Taxes:
Federal Taxes 210,000










Common 1, 000, 000
1, 680, 000
Surplus 395,000 2, 275,000
Total Liabilities, Surplus
and Capital $3, 435, 000
(From Montgomery, R. H.
,
"Auditing Theory and
Practice", page 369, 1915, The Ronald Press Co.)
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Ta. Cash on hand“-currency and coin $
It. Cash in tank
Notes and Accounts Receivatle :
3. Notes receivatle of customers on hand(not
past due)
5. Note^ receivatle discounted or sold with
indorsement or guaranty
7. Accounts receivatle, customers (not past
due)
9. Notes receivatle, customers, past due
(cash value | )
11, Accounts receivatle, customers, past
due (cash value $ )
l ess
:
13. Provisions for had detts
15. Provisions for discounts, freights,
allowances
Inventories :
17. Raw material on hand $
19. Goods in process
21. Uncompleted contracts $
Less Payments on account thereof
23. Finished goods on hand
Other Quick Assets : (describe fully)
Total Quick Assets (excluding all
investments)
Securities :
25. Securities readily marketable and
saleable without imoairing the
business $
27, Notes given by officers, stockholders, or
employees




31. T.and used for plant ^
33. Buildings used for plant
35. Machinery
37. Tools and plant equipment
39. Patterns and drawings
41. Office furniture and fixtures
43. Other fixed assets, if any (describe fully)
Less
45. Reserves for depreciation
Total Fixed Assets $
Deferred Charges :
47. Prepaid expenses, interest, insurance,
taxes, etc. $







FORM OF BAT.AKCE SHEET RECOMTJIENBED BY
FEDERAL RESERVE BOARD (continued)
Li atili ti es
Bills
,
Notes and Accounts Payable;
Unsecured Bills and Notes;
2* Acceptances made for merchandise or raw
material purchased
4. Notes given for merchandise or raw
material purchased
6. Notes given to banks for money borrowed
8. Notes sold through brokers
10. Notes given for machinery, additions to
plant, etc.
12. Notes due to stockholaers, officers or
employees
Unsecured Accounts; “
14. Accounts payable for ourchases (not yet
^ $.
16. Accounts payable for purchases (past due) .
18. Accounts payable to stockholders*
officers, or employees
Secured Liabilities; “
20a. Notes receivable discounted or sold with
indorsement or guaranty (contra)
20b. Customers' accounts discounted or
assigned (contra)
20c. Obligations secured by liens or
inventories
20d. Obligations secured by securities
deposited as collateral




24. Mortgage on plant (due date)
26. Mortgage on other real estate (due date) !
28. Chattel mortgage on machinery or
equipment (due date)
30. Bonded debt (due date)
*’
32. Other fixed liabilities (describe fully)
Total Liabilities
Net Worth ;
34. If a corporati on--
(a) Preferred stock (less stock in
treasury)
^(b) Common stock (less stock in treasury) .*
!




d) Book value of goodwill $
e) Deficit
Total ~ • • • —
36. If an individual or oartnership--
(a) Capital *







tONLENSED FINANCIAL STATEIAENT RECOMT^NLED EY AMERICAN BANKERS


















Past due, less than 6
mon ths

























Horses, Wagons, and Autos
Notes Receivable due from
Officers, Stockholders and
Employees
Accounts Receivable due from





Notes Payable for Mdse.
Acceptances Issued
Notes Payable to Banks
Notes Payable for Paper
Sold
Notes Payable to Officers,
Directors and Stkhodrs
Notes Payable to Others
Accounts Payable-not due
Accounts Payable-past due
Accounts Payable to Officers,
Directors, and Stkhldrs.
Deposits of Money with this








Any Other Current Liabilities:
Total Current Liabilities







Capital Stock Pref. Outst.
Capital Stock Com. Outst.
Capital Stock No Par Value
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COIODEKSED FINANCIAL STATEMENT RECOMMENLEI) BY AMERICAN BANKERS
ASSOCIATION THAT MEMBER BANKS USE IN OBTAINING
STATEMENTS FROM BORROWERS (continued)
Contingent Liability of any Kind
Upon Receivables discounted or pledged
Upon Accommodation Paper or Indorsements
Customeors’ Accounts Sold and Assigned
As Guarantee for Others on Notes, Contracts, Etc.




Contract Price of Goods Purchased, Delivery to be made 193
Present Market Value of Goods " « n « 193
Insurance Fire on Buildings $ M’achinery, Fixtures and
Equipment $
Merchandise $ Life in Favor of
Condensed Profit and Loss Statement
Expenses






Salaries Paid to Officers
Interest on Borrowed
Money, Bonds, etc.





At Close of Precious Year |
Less Charges not Applicable
to Current Year
Additional Net Profits as above
Less Dividends (Preferred) {%)
(Common) {%)
(No Par) 1 %)
Undivided Profits
Company f










We hereby certify that the foregoing figures are taken from the
books of this Company and that they and the statem.ents contained on
both sides are true and give a correct showing of the financial
condition of the Company.
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?orm ?>, (continued)
CONDENSED FINAilCIAT, STATEMENT RECOMMENDED BY AJ.fERICAN BANKERS
ASSOCIATION THAT ?m&ER BANKS USE IN OBTAINING
3TATE?'J[ENT3 FROM BORROWERS (continued)
I --We have audited the accounts of ^for
the oeriod from to and certify that in
our opinion the above Balance Sheet ana statement of Profit and
Loss set forth the financial condition of the firm or company at
and the results of its operation for the period.
Public Accountants
Worth of the Indorsers exclusive of their interest in the
Business
1 ruf
Sfe'c^ ^ .* TtlSb ^ \'%i ^rc^ , .„
.
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1. As3ets--the money and property owned "by
the comoany.
2. Liabilities— tlie interests of the
concern’s creditors in the assets.
3. Net worth--the interests of the concern’s
owners in the assets.
In dividing the statement into sections in this manner,
the last two divisions are frequently combined into one, thus
making only two main sections. For the ourpose of this
discussion, however, the three-part division will be adhered
to and the sections dealt with in the order given.
The sections of the balance sheet are sometimes spoken
of as forming the ”financial equation”, which is;
Assets r Liabilities + Capital
or
Total property of Business = Total owed creditors-j-
Balance of value belonging to owner
The balance sheet, and indeed the whole theory of account
keeping, is based upon the idea of this equation
1 . Assets . This terra covers all the various forms of
properties which belong to the concern. It is of interest, and
also of importance, to note that the balance sheet of a
corporation lists, or should at any rate, all the assets to
which creditors of the company may look in settlement of their
claims. On the balance sheet of a partnership, or that of a
business owned by a single individual, all the assets to which
creditors may look are not necessarily shown. In these latter





"Analysis of Financial Statements", page
22, 1925, Prentice-Hall, Inc.
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whether or not used in the conduct of the business, is subject
to claims by creditors, with the exception of certain articles
exempted by law. Needless to say, these outside interests are
important to creditors in the case of the bankruptcy of such
firms
.
Divi sions of assets . Assets fall naturally into two
primary classes, those of a short-term or current nature, and
those of a more permanent or fixed nature. The fixed assets
are subdivided into tangible fixed assets, and intangible
fixed assets. The former are, of course, such assets as
machinery and real estate, and the latter represent the value
of the ownership of intangible properties, such as a well-known
trade-mark, or of a valuable copyright or patent.
It will be understood that the above classification does
not approach the detailed one usually made on well-arranged
balance sheets but it suffices for the general discussion
of assets given here. The more detailed classification of assets
will be considered in the section dealing with the interpretation
of the balance sheet
Principles of asset valuati on . An important factor in the
interpretation of assets is an understanding of the principles
which govern the valuation of the various assets shown on the
balance sheet.
As a rule, assets are shown at cost. This value may be
accepted as a fair one in as much as cost i s usually determined
by the market conditions which prevail at the time of purchase.
( 1 ) See Forms 1, 2 and 3 on pages 12, 13 and 15 respectively.
(2) See Chapters IV, V and VI.
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Where an asset was acquired some years previous to the date of
the statement the cost does not reflect present worth, hut it
Qoes, nevertheless, furnish a sounder indication of value than
would a figure based upon a theoretical method of valuation.
The showing of assets at cost has the advantages of preventing
arbitrary manipulation by an interested management, providing
a basis for the fixing of rates charged by public utilities and
making possible the accurate determination of the profit made
or loss suffered when an asset is disposed of.
In the case of assets which are held for only a short
time, as merchandise, conservative practice requires that the
rule of "cost or market, whichever is lower" be applied when
showing them on the balance sheet. That is, if business
conditions cause the market value of inventory to fall below
cost the asset is shown at the lower figure.
The assets which a company uses to carry on its business
wear out and depreciate in value, and in order to make
provision for this depreciation a valuation reserve is set up,
which when deducted from the asset shows it at its estimated
present worth. This reserve may be found on the liability side
of the statement, but it is commonly shown as follows:
Buildings $100,000
Less Reserve for Depr. 25, 000 $ 75,000
2. Liabilities . A liability is defined as "a debt or an
amount owed to someone who has a right of action at law"
The debts of a concern are divided into two principal
IT] (juthmann, H. G.
,
"Analysis of Financial Statements", page
21, 1925, Prentice-Hall, Inc.
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classes, those coming due within a short time, and those which
run for a longer period of time. Obligations which are to come
due within a year of the date of the balance sheet comprise the
first class, and those which are not to mature in that time
come under the second division.
The liabilities represent the claims of various classes of
creditors, which may be briefly summarized as follows
1. Secured credi tors-“Whose claims are secured
by liens held on specific assets. They may
look to these assets if their accounts are
not settled when due. If, however, the values
of the pledged assets are not sufficient to
satisfy their claims they become general
creditors for the balance (see 2b below).
2. Unsecured credi tor8--who hold no liens on
specific assets. This class of creditors is
further divided into:
a. Preferred credi tors--who have
by law a right to prior
payment of their claims, such
as for taxes, wages, etc.
b. General creditors—whose claims
have no precedence or security
and who can look for payment only
after the above creditors have
been satisfied. In the event that
the remaining assets are not
sufficient for the payment in full
of the general creditors they share
in the available assets in the proportion
which their claims bear to the
total of the general claims.
3. Owners * interest . The last of the three sections noted
on page 13 has to do with the showing of the equity of the
owners in the prooerty of the concern. The interest of the
proprietors consists of two parts: (1) their initial investment
represented by capital stock in the case of a corporation, and
( 1 ) For a more detailed discussion of this ooint see Finney,
H. A., "Principles of Accounting", Volume I, Chapter 21, 1928.
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(2) the accumulated earnings which have been allowed to
remain in the bu3ine33--repre3ented by surplus. In the balance
sheets of corporations these two parts are shown separately,
but on the statements of partnerships or indiviaual proprietor-
ships the total interest of the owners is usually shown as
one sum. The following simple illustration presents the
methods of stating the owners’ interests under the three
forms of organization:
Individual Proori etorshio
Assets $500,000 Liabilities $250,000
Capital 250,000
Partnershio
Assets $500,000 Liabilities $250,000
J. Brown Capital 125,000






In the construction of a corporate balance sheet the net
worth items should be grouped together in order that the
concern’s net worth--a fundamental factor—may be quickly and
easily noted by the reader. On some balance sheets such a
grouping of these items is not made, but, as Bliss says:
’’There is no more logic in showing capital
stock and surplus apart than in showing the
initial investment of a partner or proprietor





"Financial and Operating Ratios in
'Management", page 214, 1923, The Ronald Press Company.
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In order that this discussion of the owners’ interest may
be complete, there follows more detailed information on the
items composing net worth.
Capi tal stock . The capital stock of a corporation
represents the initial investment of the owners of the
corporation. The amount stated by the capital stock item is
the total sum for which the shareholders may be held liable,
with certain exceptions, such as in the case of banks and
insurance comoanies, where stockholders are liable for an
additional amount, usually equal to the oar value of the
stock in the event of insolvency. In certain states--
Vinnesota for example there is additional liability on
the stocks of all corporations, and in other states,
shareholders are liable for special debts, such as wages due
laborers. This matter of additional liability of the owners is,
of course significant only when the balance sheet under
cdfisideration is that of a weaJc or insolvent concern.
There are numerous types of capital stocks and to
attempt to discuss all of the various classes is beyond the
scope of this work The following sections treat of the
more common types, which are as follows:
1. Common stock.
2. Preferred stock.
3. Par and no-par value stock.
4. Guaranteed stock.
JT) (juihmann, H. G.
,
7 Analysis' of financial Statements", page 26,
1925, Prentice-Hall, Inc.
(2) For more complete information on capital stocks see
Gerstenberg, C. W.
,
"Financial Organization and Vanagement of
Business", Chapter VIII, "Corporate Stock", 1930, Prentice-Hall,
Inc. Also see Kester, R. B.
,
"Accounting Theory andPRac tice"
,
Volume II, Chapter I, "The Corporation^", I92b.
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1. ComiEon stock . As its naT.e implies, this class of stock
evidences common or ordinary ownership in the corporation.
'#hen a corporation dissolves, the common stockholders usually
have the right to share in the assets only after all other
claimants, including the other classes of shareholders,
have been satisfied. However, the common stock of a corporation
may be of a higher value than the other types of stocks, as
it may carry certain desirable features, such as a higher
dividend rate, or voting power, which the other shares do
not have.
In some industrial firms the common stock is issued
against the intangible assets, that is, it is issued to
capitalize the intangibles
2. Pref erred stock . The preferred stock of a corporation
carries certain preferences which are intended to attract
investors to it. As a rule, this stock has a prior right to
the earnings of the concern, no other stock receiving dividends
until the preferred shareholders have been oaid. Frequently
the preferred shareholders have, in addition, a priority
over the other owners in the assets at liquidation. The
power to vote is many times lacking in preferred stock, but
when it is absent it is so by expressed agreement. When no
such agreement is made the preferred shareholders have the
same right to vote as do the common stockholders.
The preferred stock may carry other desirable rights.
Cl] LiricoTn, E. E.
,
"Applied Business Finance", page 302,
1923, A. W. Shaw & Company.
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as, for example, it may te cumulative, which means that
the holders of these shares are to receive all dividends in
arrears "before anything is to be paid on the common stock.
Preferred stock may also be participating, that is, it may
receive extra dividends under certain conditions, as when
the dividends paid on the common stock rises above a stated
rate. The preferred stock is usually issued against the
tangible assets of the corporation (^). When the tangible
assets, remaining after provision has been made for the
current liabilities and bonded indebtedness, are not sufficient
to cover this stock, it is usually safe to assume that the
corporation has been overcapitalized
3. Par and no-oar value stock . The essential difference
between- these two types of stocks lies in the fact that one
carries upon its face a stated nominal or par value,
whereas the other does not carry any statement as to its
value.
Par value stock is required by law to be issued for not
less than its par value at the time of its original
disposition. It is this point that chiefly accounts for the
existence of no-par value stock. This latter stock may be
issued for what it will bring and this, of course, is of
some importance to corporations in the first stages of
development, or others which may not be able to sell their
stocks at par.
(1) Lincoln, E. E.
,
"Applied Business Finance", page 303,
1923, A. W. Shaw & Company.
(2) See "Overcapitalization" page 78.
(3) In certain states no-par value stock must be originally
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A common fallacy in regard to the two classes of stocks
is that par value stock is necessarily worth more than the
other "because it carries a stated value. It is not the
amount stamped upon the stock certificate that fixes value,
"but rather the value of the net assets of the corporation
and its earning power
4. Guaranteed stock . Guaranteed stock carries a
guarantee to pay its holder a specified rate of dividends.
The guarantee is generally made "by a comoany affiliated with
the issuing corporation, as a holding company. The guarantee
can not "be made by the issuing corporation as it can not
guarantee to earn a given rate of profits, and it is only
from profits that dividends may be paid. It might guarantee
to pay dividends if it earned a certain rate of profits,
but the guarantee would be of a contingent nature, as it would
rest upon the company’s ability to earn profits.
5. Debenture stock . This type of stock is popular in
England but is rarely used in this country. Debenture stock
carries an agreement to pay a specified return at stated
intervals. It is usually of a limited life as is a bond,
although it is "sometimes ’perpetual and gives the holders
no right to demand repayment of their capital, and the
company no right to repay it’ " The stock is in the
nature of bonds, as the dividend or interest to be paid on
it is a fixed charge of the corporation. Thus the stock does
not properly belong in the net worth section, but should be shown
rrj See ’’Book 7alue", page 27.
(2) Kester, R. B. , "Accounting Theory and Practice",
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as a liability
6. Founders * shares . Founders’ shares carry a particular
preference in the sharing of earnings or dividends. The
preference usually takes the form of a higher dividend rate
than a parallel common stock issue receives. Founders’
shares can not he classified as preferred shares. They may
have no priority as to assets and may rank inferior to
outstanding preferred stock issues. As a rule, founders’
shares do not carry a fixed dividend rate.
Surplus . It is required hy law that the capital stock
of a corporation be always shown at its original amount, and
any increases in value resulting from earnings made and
reinvested in the business, or decreases due to losses
suffered, must be shown separately. Decreases in value are
shown as a deficit, and ’’surplus” is the general term used to
indicate an increase in value. Thus, in its broadest sense,
the surplus account on the balance sheet represents the
difference between thecapital stock issues outstanding-- the
initial investment of the owner3--and the net worth of the
business-- the initial investment plus accumulated earnings.
Book value of stock . The book value of capital stock
expresses the value, according to the books of account, of
the net assets which are back of each share of capital stock
outstanding. Providing that the assets are properly and
conservatively valued, the book value of shares is usually
( 1 )Ke3 ter, R. B., "Accounting Theory and Practice”, Volume II,
page 9, 1925, The Ronald Press Company.
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a fairly representative measure of worth. In discussing the
value of stock it must he home in mind, however, that it is
not only the value of the net assets hack of the stock that
must he considered hut also the earning power of the
corporation. The stock of an organization that has failed to
show the ability to earn profits will not command as high a
price as that of a company that possesses a satisfactory
earning power, even though the assets of the second concern
are worth no more than those of the first.
The hook value of shares is computed hy dividing the net
a3sets--or net worth--hy the total number of shares
outstanding. As an example, if a concern's net worth amounts
to $1,500,000, and it has 10,000 shares outstanding, the
hook value of each share of stock would he $150. In figuring
hook value where there are many different classes of stocks
outstanding, consideration must he given to the ri^t which
each has in regard to surplus. For instance, if a company
had a common and preferred stock issue outstanding, and the
preferred shares had received to date all dividends to which
they were entitled, the surplus would belong entirely to the
common stockholders. In that case the hook value of the
preferred stock would amount to its par value, or the amount
to which it was entitled to receive in case of liquidation,
and that of the common stock of the net assets remaining
after the preferred shareholders’ interest had been deducted.
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puzzling to the lay man than any other item on the balance
sheet. In order that these accounts may be clearly explained
the various types of reserves are classified below, and then
discussed separately in the succeeding sections
Reserves are of three general classes;
1. Valuation re3erve3--aff ec ting the
value of assets.
2. Liability re3erves--con3ti tuting liabilities.
3. Surplus re3erve3--con3i sting of
amounts of surplus set aside.
1 . Valuation reserves . The function of the valuation
reserve is to show decreases in asset value in order that
the value of the assets m.ay be properly stated on the books
of account and the financial statements. These reserves are,
or should be shown on the balance sheet as a deduction from
the asset to which each applies, thus making it readily
apparent to the reaoer the original and oresent values of
the asset, as well as the allowance that has been m.ade for
the decrease in value.
2. Liabili ty reserves . A liability reserve represents a
debt or claim against the company. Therefore, reserves in
this class are properly shown on the statements among the
liabili ties.
The most common type of liability reserve is the one
"Reserve for Taxes", which represents taxes owing to the
governm.ent. Such a debt is labeled "reserve", instead of
TTT Por a more lengthy treatm.ent of reserves than is given
here see Bliss, J. G.
,
"Management Through Accounts",
Chapter XXV, 1924, The Ronald Press Comoany.
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being merely listed as "Taxes Payable" because -when the
reserve is set up the amiount to be paid is not known
exactly. It is only when the amount of an obligation is
indeterminate, that it is oroper to show the debt as a
reserve.
3. Surplus reserves . This class of reserves, also known
as proprietorship reserves, consists of two kinds;
1. Those shown openly on the statements.
2. Those which are not so shown but are
hidden among the various item.s on the
balance sheet. These reserves are
usually termied "hidden" or "secret"
reserves.
Surplus reserves represent amounts set aside from
surplus for some purpose. For instance, when bonds are
issued under a sinking fund provision the company sets aside
each fiscal period such an amount from surolus that, when
the bonds mature, the total amount so set aside will equal
the indebtedness (^). The reason for setting aside this
amount is to insure against the possibility of that sum
being paia out in dividends, or used for some other purpose,
with the result that the concern would be unable to meet the
obligation at its maturity. When the bonds are paid off, the
reserve is no longer needed and is therefore transferred
back to the surplus account. In as m.uch as it does eventually
return to surplus it is regarded throughout its existence as
a part of surplus, and thus must be considered as one of
ri)'"-Re serve for Sinking Fund" is not to be confused with
"Sinking Fund". The latter accounts shows the cash set aside in
the form, of securities, or in other oroperty, to meet a
liability in the future. The reserve measures the amount of
surplus that has been segregated as an insurance against its
being paid out. When surplus so reserved is actually iiiveoteu
in a fund, the reserve is said to be"funded".
-•»' '
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the items composing the net worth, or the owners’ interest
in the business.
Hidden reserves are created either by an undervaluation
of assets or by an overvaluation of liabilities. In the
former m.ethod the reserve may be created by such means as
m.aicing excessive charges to valuation reserves, or by
charging off as expenses such expenditures as increase the
value of an asset, and which should, therefore, be treated
as additions to the asset. V/hen the method used is the
overvaluation of liabilities, items may be wrongfully
included as debts, as deliberately overestimating liability
reserves. The creation of secret reserves may be due either
to a policy of conservatism or to an intentional desire to
conceal the truth in regard to financial condition. These
reserves, although being supported by some good arguments
should not exist on the balance sheet, as the main purpose
of that statement is to present the true state of affairs,
and secret reserves directly oppose that aim.
(l) For arguments pro and con secret reserves see Kester, R. B.
"Accounting Theory and Practice", Volume II, page 450, 1925,
The Ronald Press Company.
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CHAPTER III
THE CONSTRUCTION OF THE PROFIT AND to 33 3TATE?-'nENT
Function of statement and its relation to balance sheet .
The purpose of the profit and loss statement ajid the relation
shin which it bears to the balance sheet has been indicated
in the preceding chapter. To repeat, however, by way of
emphasis, the statement sets forth the condensed business
record over the oast fiscal period and thus serves as a
connecting link between the financial position at the
beginning and that at the end of the period.
Prof it and loss statement titles . Various names are given
to the orofit and loss statement, some of the more
frequently used ones being:
1. Statement of Profit and Loss.
2 . Statement of Income, Profit and T.oss.
3. Statement of Earnings.
4. Incom.e Account or Statement.
5. Statement of Operations.
5. Profit and Loss Account.
7. Statement of Income and Expense.
8. Statement of Revenue and Expense.
The first title, "Statement of Profit and Loss", is the
most commonly used. Although the title is not of major
importance, it is desirable that the accounting terminology
here, as in many other places, be uniform in order that
there may no question in the mind of the layman in regard to
the nature of a oarticular statement.
Forms of orof i t and loss statements . The statement may b
otet up eitner in tne "narrative" or the "account" form. In
32 .
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the narrative form the various items are listed beneath one
another, as in the statement recommended by the Federal
Reserve Board (see next cage), the fi-^st item being Gross
Sales or Earnings and from this the various deductions being
made, each one bringing the statement nearer to its
conclusion. The narrative form is by far the one which is
most used.
On the account form the gross sales or earnings, and
other items representing income, appear on the credit side,
and the various deductions on the debit side. This type of
statement is rather difficult for the layman to interpret
and is seldom shown in published reports.
In the setting uo of the orofit and loss statement the
report is sometimes divided into two statements. In one are
shown only the results of the current period which result in
losses and gains, and in the other, called a "Statement of
Surplus", is shown the disposition of the current orofits
ana of those profits reserved from former periods.
Main sec tions of statement . The crofit and loss state-
ment is composed of three main sections;
1. Operating sec tion--which shows the
results of the more usual and
significant ooerations of the
concern.
2. Non-operating section--which shows the
results of operations which are
incidental to the main business.
3. Extraordinary adjustments section--
which shows the results of
transactions which are not a part
of the current ooerations ana
therefore do not affect tne current
perioa’s profit or loss, but which
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Allowances and Returns . . .
.
Net Sales t • • •
•
Inventory, Beginning of year ....
Purchases, net . . . .
I.ess Inventory end of year $ . . .
Cost of Sales $ . . .
Gross Profit on Sales S . « «
Selling Expen3e3( itemized to
correspond with ledger
accounts kept) .
Total Selling Expense $. . .




Expense t . . .
Total Exnenses | . . .
.







Interest on Bonded DeBt
Interest on Notes PayaBle
Total Deductions $
Net Incorce--Prof i t and Loss
Add: Special Credits to
Profit and Loss ^
Deduct: Special Charges to
Profit and Loss ^
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1. Operating^ section . It is the function of this section
to show:
1. The sale volume of the business
done during the oeriod.
2. The cost of the goods sold.
3. The margin of gross profit
realized.
4. The costs and expenses incurred
in the regular operations, and
which are to be paid out of the
gross profits.
5. The net results realized from, the
usual operations.
When the operating section is not so constructed as to
show these data, the statement does not lend itself to an
intelligent reading and interpretation, and does not
adequately perform its function of supplementing the balance
sheet by setting forth the business record.
2. Non-ooerating sec ti on. In this section are set forth
such incidental expenses and income as interest earned or
oaid on oromissory notes, and discounts received on purchases.
The reasons for segregating these items are; (1) they are
not regular exoenses or orofits of the business and if they
are includea among the operating results accurate comparisons
are prevented between the ope'^ating results of different
periods, and (2) certain executives are usually responsible
for the ooerating expenses but not for other expenses, and
thus the inclusion of the latter in the operating section
will confuse the reader of the statement in placing the
responsibility for the incurrence of these exoenses, and will
;
•
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also tend to make difficult the work of executives in
checking increases in expenses
The items included in the non-operating section may or
m.ay not be of major imoortance, deoending upon the nature of
the business. Let it suffice to say that they are not
transactions which the organization must carry on in order to
conduct the business in accordance with the purpose for
which it was formed.
5. Extraordinary aaj us tments section . Such items as
losses or gains resulting from, the sale of fixed assets,
losses causea by fires, and the redemption of outstanding
bonds at a premium are examples of those found in this
section of the statement.
Accrued and def erred i terns . Accrued income or accrued
expense represents that portion of the income or expense which
has accrued up to the end of the period but which has not
yet been paid or received. Deferred income represents income
received before it has been earned, and deferred expense, an
expense paid for before the service or article has been used
or expended. In as much as portions of such items have been
received or used during the oeriod they m.ust be looked upon
as affecting the current profit and loss, ana must, therefore,
appear in that statement in oraer to oresent the facts as
accurately as possible.
Accruals arise perhaps most commonly in connection with
nr McKinsey, J. 0., "Bookkeeping and Accounting", page 776,
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prorrissory notes receivable or oayable.
An examole of deferred income is found in the case of the
magazine ouhlishing business, in which subscriptions are
paid in advance. In this Tine the comoany must consider as,
say its first month's sales, only that portion of the
subscriptions which it has earned by delivering the magazine.
Thus, only one-twelfth of the subscriptions v/ould apoear in
its monthly statement as sales, the unearned part being
considerea as deferred income to be shown on the balance
sheet among the liabilities.
Deferred expense arises in connection with such a
transaction as the buying of insurance protection. The
premiums are paid in advance, and each period only that
portion of the insu'^ance prem.ium which represents the cost
of the protection for that period is consiaered as an exoense,
the balance being shown among the assets until used.
The effect of accrued and deferred items on the
statements is shown be'' ow
Effect on P. & L. Effect on
I tern Statem.ent Balance Sheet
Accrued income Increases prof its a. Listed as asset
b. Increases Surplus
Accrued expense Decreases profits a. Listed as liability
b. Reduces Surplus
Deferred income Decreases prof i ts a. Listed as liability
b. Reduces Surplus
Deferred expense Increases p'f'of i ts a. Listed as asset
b. Increases Surplus
Importance of good construe tion . As was pointed out in
the discussion of the principles governing the construction
of the balance sheet, it is important that the profit and
fl) Guthiriann, H. G.
,
"Analysis of Financial Statements",
page 48, 1925, Prentice-Hall, Inc.
' ^'
viS^
' * ' '/ * t "
"rn oRj'- >>(<J- a} iiajjo) ci'tfefctmi Iw
^
•, ... ^
ertotJqlToadijtf rtolnv n? , .r M.n ifrtiSfe'i/<f<>.<j. 9£|J .-;j6T|«m
‘jfioleno!) ?•*<-* £,}r'j 'HT .o^aar^s piJ blur;
»fi^ '^0 BoJtt?ou xSac icoficp a*Hd‘«om .'^**r1‘^c^ i ^*9
S
,
.djU^r^Foj if9(ha^ eutf vJt ff^i^riir tfm










riJ«JtX Brf} ia'>.!Ui Xftsiie
Y
£ it* x> .*.'514 rwtiaci'' rjrJ a^etia aaasniT^ b©*TTol9C[
9jr -r ^ 79J-Q7<i aunp^UBtit lo ^alxy<i P^* nol^wseitnYl
?/,<? ^Ttio r ci iiam.1 «n# ,»o*ijnvbft at blaq ©irK WBViiw^tQ
.;f!v'> 4;^" :ut^i.o7c97 rli?lrf)jr sgrta-iwcnl 9d4 to xtoi^ioq
I ' nc :) a r boiisc TOlt twi.ifo^^oTio \o
.bnti- sifi snoflttfi a^^oiia T^la^ i-il:







i*\an ' Id e.^ i*io*»9 ft«A*****5n i
i.iu fcr'TAii. n^ uin.-"o;iT .d
.ft t.Jf1o*?<j 0n«ftb^odll
pisIet'Xifl e^buvbf .-fl'
^4 I r f cl Ui* f ; f ft^noTC c^erft'rosCt
6A»r0*fli1t .4
*
cA -A aiiic-c a'‘B««tobI
eii 'qfYjLc .a ’v‘
woftitf iwoff® ti ».tBS'Tt9 4‘&; u
^ f .9 ao
ftffi #t
«mo DO I b9if*xa aA r
ft 8 rtf b9U7S9A .5
enob'ni bft't'sslftCI .5
•oaaQXft bftTtftlftll *^
fll 409 A>i»4aj:oq ooB aA frrtov V ..^ii2l25flSl
aoi 4 ai47^ftnoa i»itJ ftflpiooint^ aiU to ^ Laaaotia ortt
orpv JJtlprrq pi!? ififiTocml, ei 4i ,4?>©rftt aaiia/fiJ’ niiS to





loss statement be drawn uo in such order that the reader may
easily and quickly .'raso the information which it contains.
Good construction is essential if the statement is to be
properly analysed, and considered in connection with the
balance sheet. A common fault with statements of profit and
loss is not that they are poorly constructed but that they
do not contain sufficient inform.ation to enable the forming
of an intelligent opinion of the course of the company’s
fortunes. It is the frequent practice to draw up statements
that are to be issued publicly in such a condensed form that
they convey little or no inf orm.ati on. The main reason for
this is that it is not aesired to issue data which may
prove helpful to competitors. However, when statements are
given as a basis for credit transactions, or to a desirable
investor, they should be constructed in sufficient detail to
show clearly the financial condition and trend of the
business. It is, therefore, incumbent uoon the oerson who
has the right to dem.ano such a statement to know whether the
report does set forth inform.ation that is acceptable both as
to quality and quantity.
In order to be conroetent to thus judge a statement he
must know what accounts shoula appear in the various sections
of the report, the significances of these accounts, and the
relationships existing between the various items and groups of
items. In adaition, he must understand the methods by which a
profit and loss statement my be analysed, and thus be made to
show as clearly as possible the fluctuations in the concern’s
»rii &guii tioi^'B tijr cS GBof
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condition and the reasons therefor.
In the sections dealing with the
analysis of statements information is
interpretation and
set forth which is
intended to exolain these noints to the reaaer
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THE INTERPRETATION OF THE BAT ANCE SHEET-
-
• WORKING CAPITAE AND CURRENT ASSETS
Divisions of assets and liaUilities . The items which
are found on the balance sheet may be classified into two
main divisions; (1) those of a short-term or current nature,
and (2) those of a more permanent or fixed nature. A balance
sheet in which these two divisions are clearly expressed is
shown on page 43.
In the first section we have those assets which
represent the liquid portion of the company's capital and
with which it carries on its operations; and those liabilities
which must be paid in the near future from the current assets.
Incidentally, the current assets are known as the circulating
assets because they reoresent the various stages which the
liquid resources circulate from cash through the manufacturing
and disposing activities back to cash. As a further
explanation, when operations are undert^en cash is converted
into inventory; when sales are m.ade inventory is converted
into accounts receivable; and when the debtors pay their bills
the accounts receivable are changed into cash. The circulation
of these assets is illustrated by the figure on the following
page.
In the second division are those assets which are fixed
in the sense that they represent permanent investments of
capital; those liabilities that are fixed in that they will
not be due until the distant future; and the investment of the
41 .
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and Management of Business", page 376.)
owners in the business.
It is from this ooint of view that the subject of the
interoretation of the balance sheet will be treated. In this,
and the succeeding chapter the current section of the
statement will be dealt with. The third chanter will be
devoted to the fixed section of the report.
Relation of current assets and current liabili ties . The
assets and liabilities which are of a short-term nature are
closely related. The current assets represent the liquid
portion of the capital, and the source from which funds will
be secured to meet the short-term liabilities. These latter
indicate the sources from which part of the current capital
is obtained, and, of course, also show how much of the current
assets must be applied to the nayment of oebts in the near
future. This section is of oarticular imnortance to those whose
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THE F. V;. WOOLWCRTH COMPANY
GENERAL BA.LANCE SHEET
DECEMBER 31, 1920.
Workinp; Capi tal Section
Cash $ 4,267,000 Accounts Payable $ 832,000
Accounts Receivable 468,000 Preferred Dividend
Accrued Interest 45,000 Payable 210, 000
Inventory 18, 501,000 Reserve for Federal
Advance Prepayment Taxes, Contingencies f
on Goods 148, 000 etc
.
2, 400, 000
Deferred Charges 5,405,000 Working Capital (see
below) 25, 392, 000
Total $28,834,000 Total $28, 834,000
Fixed Capital Section
Working Capital Reserve for Depr. $ 2,966,000
Ba'' ance $25, 392,000 Mortgage Payable 1, 524,000
Real Estate and Preferred Stock 12
,
000,000
Buildings 5, 688, 000 Common Stock 65, 000, 000
Furniture and Surplus 14, 361,000
Fixtures 10, 736,000
Securities Owned 1, 341, 000
Mortgages Receivable 82,000
Goodwill 50,000,000
Treasury Stock 2, 612,000
Total $95. 851, 000 Total $95, 851, 006
As the current assets exceeded the
current liatilities it was necessary,
when iraking a division, to out the
difference on the asset side of the fixed
section. This treatment emphasizes that
part of the current assets contributed by
the investors rather than the current
credi tors.
(From Guthmann, H. G., "Analysis of Financial
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interest in the concern is to be only of a short duration, such
as lending bankers and merchandise creditors who will expect
payment within a short time.
In the analysis of this section, which is commonly termed
the •'working capital section", one of the ma^ or objectives is
the determination of the comoany's working capital, that is,
the excess of its current assets over its current liabilities.
Working capi tal . As was statea above, the working capital
of a concern represents its net current assets. In order that
a company may be able to meet its obligations from day to day
it m.u3t have a sufficient amount of caoital in liquid form to
obviate the necessity of converting any of its fixed assets
into cash to secure funds for the oayment of debts, which
procedure would naturally seriously hamper its operations,
and also in all probability cause loss, as in a forced sale
these investments almost invariably bring a low figure.
It might be said that one of the fundamental precepts of
business is that a3sets--of whatever nature--are liable to
shrinkage, whereas obligations never aecrease until they are
actually paid. Thus it is imperative that the current assets
not only equal, but exceed the short-term liabilities in
order to guard against the possibility of shrinkage in the
value of the current assets. For example, the value of a
company's stock in trade, which is usually represented on
the balance sheet by the item Inventory or Merchanaise, is
dependent uoon the condition of the market, and in such times
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prices cause heavy losses in inventory values. When
conditions such as these exist an organization that does not
have a sufficient excess of current assets, or, in other words,
has not enough working capital to care for the decrease, must
convert some of its fixed assets into cash in order to meet
its debts. It is hardly necessary to point out that the sale
of assets such as real estate during "hard times" will
result in losses that may seriously cripple an organization,
if not force it into bankruptcy.
Need for working capital . The lending banker, who usually
grants short-term* loans, requires that orosoective borrowers
have at least two dollars in current assets for each one
dollar of current debt He sets up this standard to
protect his claim against a possible shrinkage in the asset
values, and then besides, he desires that his money should
not be used as the main capital by which operations are
carried on. The less capital which he has invested in the
concern the less the risk is likely to be to him.
A sufficiency of working capital is therefore essential
as an assurance against the impeding of operations, and as a
basis for the concern’s supply of credit when additional
capital must be borrowed.
Factors in working capi tal requirements . The amount of
working capital which a concern must have is governed by
(iJThis "two for one" rule, as it is called, is the outgrowth
of credit m*en’s experience that current assets rarely shrink
as much as fifty percent, and even if such a decrease does
take place, their loans are adequately protected. See Vunn,
G. G.
,
"Bank Credit, principles and operating procedure",
page 117, 1925.
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various factors, which r-.ay be surrmarized as follows
1. The general type of business engaged
in is instrumental in determining
working capital requirements. As for
example, in an inoustry in which large
inventories must be carried more working
capital is neeaea than in one where
lower stocks are kept on hand.
2. A comoany which m^anuf ac tures after
receiving its orders, or which contracts
for the sale of its entire output needs
less working capital than others in the
same line who do not so dispose of
their products.
3. When it is necessary to purchase far in
advance of needs because of scarify of
supoly, slow transportation, etc.
,
the
necessary am.ount of working capital is
increased thereby.
4. A concern whose ooerations are exoanding
must increase its working caoital
according‘'y in order to give a prooer
margin of safety to its current debts.
5. ¥ore working capital is needed by the
organization whose business is seasonal
than by one whose sales are evenly
distributed throughout the year. The
former must have large amounts of capital
invested in inventory at certain times of
the year.
6. The terms under which a company buys and
sells must be considered. For instance,
long-term purchases require less working
capital, as payment need not be provided
for at once.
7. The length of time needed to manufacture
is important. The longer the fabricating
period the larger the inventories which
must be carried, and the longer the time
before sales are realized on.
IT] iTncoln, E. E.
,
"Applied Business Finance", page 334,
1923, A. W. Shaw & Company.
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8. The turnover of the merchandise, or the speed
at which the goods are sold influences
working capital needs. This factor is
closely related to the preceding one.
9. A company carrying many different lines of
products requires mnre working capital than
one carrying tut few articles for sale.
10.
Tn perioQS of great price uncertainty a
larger amount of working capital is
necessitated.
Having discussed at sufficient length the importance of the
working capital section as a whole, our next step shall he to
treat separately of the various items which comorise that
part of the statement. The remainder of the chapter presents
the current assets, and the current liabilities will be taken
up in the following one.
Curren t assets . It is proposed to discuss under this




4. Trade acceptances receivable.
5. Aavances on contracts.
6. Inventories.
7. Securities.
8. Deferred charges and prepaid
expenses.
9. Accrued income.
Not all of the above accounts are invariably listed as
current assets. As a rule, the term "current assets" is used
to designate only Cash, Accounts and Notes Receivable from
v«.*
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trade debtors, and Inventory, the other items being listed
separately under such titles as Investments, Deferred
Charges, Accruals, etc. In order to facilitate the presenta-
tion of the subject, however, all of the above accounts--
which represent the investment of capital in a liquid form--
will be considered here.
These assets are frequently divided into three groups,
(1) current, (2) quick, and (3) liquid. The term "current”
refers to assets which, in the ordinary course of business,
are turned into cash. "Quick" assets are those which may be
readily converted into cash should the occasion arise.
Under "liquid" assets are usually included those items which
are thought of as being possible to turn into cash in case of
the liquidation of the concern. Unexoired insurance policies,
for example, have a cash surrender va^ue but are seldom
cashed in except in liquidation.
1
. Cash . There is no rule governing the proportion
which cash should bear to the other current assets. The
amount of cash needed varies with the type of business, and
the season of the year. Cash is essential only to the extent
that current expenses are incurred and current liabilities
mature, and when sufficient working capital is possessed
bank loans may be had for the caring of both of these. It is
only when the question arises as to the liquidity of the
other current assets, when doubts as to the profitableness of
the enterprise, or when a period of restricted bank credit is
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an adequate basis for the securing of bank loans.
As a rule, bankers expect their borrowers to maintain a
cash supply of from 209^ to 25^ of their loans. The objection
to this is that it is thereby necessary to borrow more than is
needed. As an illustration, a concern needing $3,000 to pay
current debts would have to borrow $4,000-“the $1,000 excess
satisfying the requirement that 25^ of the loan be kept as a
balance--and thus the interest charge would be increased by
33 1/3^, in as much as one-third more than necessary was
borrowed ( ^ ^
.
Cash on the balance sheet should be shown under two
headings, "Cash in Bank" and "Cash on Hand". The latter
refers to that cash which is in the office, and should not
include any "I. 0. U's.", checks, or due bills receivable.
That cash which is shown as being in the bank should be
available for immediate use, as distinguished from time
deposits which may not be withdrawn at once. This latter
should, of course, be shown on the statement under an appropiate
title. All outstanding checks must be deducted from the
bank balance and the net amount given on the statement in
order to present the facts truthfully. Outstanding checks
reduce Accounts Payable and if they are not deducted the
result is an overstatement of the working capital and the net
worth of the business.
Cash balances in foreign branches should be shown as
( i ) ^thmann, H. G. , "Analysis of Financial Statements",
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such because of the possibility of their vaTue decreasing
through fluctuations in the rate of exchange.
2. Accounts receivable . The accounts receivable should
be classified to show those due from:
1. Customers for merchandise or
services.
2. Employees or officers of the
concern for advances made to
them.
3. Subsidiary comoanies or branches
for advances.
The reason for such a classification is twofold
1. If the customers do not pay their
bills on time, payment may usually
be compelled by resorting to legal
procedure, but it is not generally
expedient to sue emoloyees or
affiliated organizations. Then
again, accounts due from employees or
affiliations may not be so readily
co''lected and therefore not so
current in nature.
2. In determining the ratio of accounts
receivable to sales it is necessary
that only those accounts resulting from
sales be used (see following
paragraph)
.
The value of the trade accounts receivable may be tested
when the sales figures and the credit terms are known. If the
terms of sale are 60 days the amount of outstanding accounts
should not, at any time, be in excess of 60 days, or one-sixth
of the annual sales. For instance, if the year’s volume of
business was $24,000, and the goods were sold on 60 days
credit, then trade accounts receivable should not be greater
IT) McKinsey, J. 0., ’’Bookkeeping and Accounting”, page 758,
1920, Southwestern Publishing Company.
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than $4,000. If the accounts exceeded this figure the
indication would be that some of them were overdue.
This test may only be used when the volume of business
is distributed evenly throughout the year or period. A
company that does the bulk of its business during two or
three months of the year will have in the busy season out-
standing accounts that bear a high proportion to sales for
the year.
Bankers frequently require that their clients "age"
their accounts receivable, that is, show which are not yet
due, those that are 30 days overdue, 60 days overdue, 90
days overdue, and so on.
In reading the balance sheet itis important to note
whether allowance has been made for the possible realization
of loss through bad debts. This provision should be made by
setting up a valuation reserve, which should be deducted from
the accounts receivable on the statement.
Any account pledged as security for certain liabilities
' should be so designated on the balance sheet, as such an asset
must be first applied to the payment of the secured debt, and
the neglecting to indicate such a condition is misleading to
general creditors.
Accounts are sometimes assigned, or in other. words,
discounted by finance coraoanies. When such is the case the
the original owner has a contingent liability, as he must
reimburse the buyer of the account in the event that the
debtor fails to oay. The contingent liability must be listed
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on the "balance sheet in order to present the financial
condition as accurately as possible. (Yany times these
contingent liabilities prove to be real liabilities.) From
the standpoint of creditors a knowledge of the practice of
selling accounts is important as the finance companies charge
higher rates than banks do, and thus it is intimated that
bank loans can not be obtained.
It is of oarticular importance that accounts due from
subsidiaries be shown apart. These accounts are often in the
nature of more or less oermanent investments in these concerns
and so are properly shown as fixed rather than current assets.
It may be that the accounts are not easily collectible, as the
affiliated companies may not be pressed for payment without
endangering the investment vof the parent organization, In
addition, such claims may be more difficult of realization in
times of business stress.
5. Notes receivable . It is the more common rule in
business to sell goods on open account rather than in exchange
for promissory notes. The exceptions are found in lines in
which the commodities dealt in are of relatively large value,
as lumber, furs, jewelry, and agricultural equipment. Therefor
the ratio which the amount of notes receivable bears to
accounts receivable should normally be a low one. A large
proportion of notes may usually be taken as an indication
that these instruments have been accepted in settlement of
overdue accounts. Such a nractice is especially likely in
times of poor business conditions. It is, of course, important
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in the investigation of the account to determine how the
goods were sold.
As in the case of the accounts, notes receivable should
be classified in order to show their sources. Any notes
pledged as collateral should be so designated, and the
contingent liability arising fronr discounted notes must be
set uc if the true state of affairs is to be presented.
4 . Trade acceptances . A trade acceptance is defined by
the Federal Reserve Board, in its rules pertaining to
rediscountable paper, as a bill of exchange drav/n by the
seller of goods on the purchaser of goods sold and accepted
by such purchaser. Trade acceptances, although in the nature
of promissory notes, have tv/o distinct characteristics:
1. They are time drafts drawn and accepted
at the tim.e of the sale. A note may be
given at any time. Trade acceptances indicate
less risk on the part of the seller as a
purchaser is not likely to endanger his
credit rating by accepting a draft he is
unable to pay.
2. True trade acceptances can only be used
in connection with the sa'' e of goods.
Their appearance on the balar^ce sheet
therefore shows that the risk is based
upon the credit of a trade debtor and
so is likely to be of a comparatively
high order.
5 . Advances on contracts . It frequently occurs that a
purchaser m.akes advances on goods before they are
deliverea, as when goods of a special nature are bought, or
when contracts are entered into for the manufacture of
certain products, as, for exam.ple, machinery. The buyer,
having made such a payment, is entitled to show it as an asset
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but it should not be included among the accounts receivable.
An account receivable represents a claim for goods sold, and
in the ordinary course of business it will be next changed
into cash. An advance made represents a claim for goods, ana
indicates an aporoaching addition to Inventory or some other
asset account, and a corresponding increase in the liabilities,
unless the balance is paid in cash at the time of delivery.
If the cash is paid at that time the result is an offsetting
reauction in the cash account. Thus aavances are not as
liquid an asset as accounts receivable and should not be
included in the same category. Indeed, advances may not
represent a claim to money at all, as i t may be that the
advance will be forfeited if the purchaser does not accept
the goods. Another reason that these orepayments should be
set apart lies in the fact that they signify that the
purchasing company has committed itself to the transaction,
and in times of falling prices a loss may be incurred because
the goods may have a lesser replacement value when received
than at the time the purchase agreement was maae.
6.- Inventories . These assets are often listed on the
balance sheet as ’’Working and Trading Assets” on the theory
that they are to be distinguished from the other current
assets. The latter, with the exceotion of cash of course, are
but one steo from cash, whereas merchandise is ordinarily
next transferred into accounts receivable. In other woras, it
is farther back on the circulating assets’ route. There is
also to be considered the fact that cash and receivables are
claims to definite amounts and are not subject to the loss
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from market fluctuations which inventories are exposed to. Cash
and receivables are sometimes known as ”cash” assets to
distinguish them from the other current assets.
The following illustrates the method of showing the current
assets when the above distinctions are made;
Form 6.
Showing How Current Assets May Be
Divided on The Balance
Sheet.
Cash Assets:










Total Current Assets $
The inventory account i-s perhaps the most likely item in
which inaccuraci es--ei ther deliberate or unintenti onal--
distort the financial condition of the enterorise. If the
desire of the management is to present the facts truthfully
attention will be paid to this item to the end that it is
correctly stated as to quantity, that its quality is properly
aporaised, and that the price at which it is valued is a
fair one.
The quantity of the stock should be determined by careful
count, and there should not be included any goods to which the
concern does not oossess a full and valid title. Merchandise
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which has teen consigned to the company and not yet sold
telongs to the consignor, and must not te looked upon as the
prooerty of the concern to which it has teen consigned. Such
goods should te shown separately under such a title as
"Consignments”. On the other hand, the company from which the
goods were received properly incluaes them in its inventory.
The quality of the inventory must te considered in order
that no obsolete or ae teriorated, or otherwise unsaleable
merchandise, shall te listed as Inventory. Of course, the
quality of products which are saleable is an important factor
in determining price and therefore it is essential that they
te properly valued.
The orice at which the inventory is taken should be its
cost or market value whichever is the lower of the two at
the date of the balance sheet. This is based upon the
doctrine of conservative accounting that holds that all
assets should be evaluated on a basis that includes no
element of prof i t--nei ther certain nor problematical-- that
has not been actually realized.
A knowledge of the extent to vmich these above rules
have been followed can hardly be obtained by the balance
sheet reaoer who has no access to the records of the concern.
The banker, or other careful creditor, does, however, secure
information along these lines from prospective borrowers.
The person who can not obtain inform.ation in addition to
{Tj The Term "market value" as used here refers to the
replacement value of the goods, and not to the orice at which
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that shown on the statement may, if he is acquainted with the
industry, and general "business conditions, check the inventory
item to some extent by noting its size in relation to the
other current assets. If the inventory is large and out of
proportion to the inaicated needs of the enterprise it may
be inferred that the concern is speculating in merchandise, or
is overstocked, or that the value of the inventory is inflated.
The carrying of a disproportionately large, but correctly
valued stock of goods, is to be commended when prices are
rising, but on a falling m^arket such a practice is hardly
conducive to the prosperity of the organization.
The inventories which a m.anufacturing concern shows on
its statement are generally divided into Finished Goods,
Goods in Process, and Raw Materials. The valuation of the
first two items, in as much as it rests upon the original
costs of the goods plus all fabricating costs and expenses,
depends in large part upon the adequacy of the cost accounting
system used. The supply of finished goods carried should not
normally exceed the amount that can be sola in the period
usually required to turn the stock. For instance, if the
number of times the inventory is turned over during the year
is twelve, then not more than one-twelfth of the total
amount of goods sold per year should be carried as inventory
in any one month. This does not hola when the business is
seasonal in nature and large inventories must be kept on hand
during the busy period.
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usually discounted to a large degree ty iDankers, because of
the doubtful value which such an asset has in a forced sale.
In order to realize a proper return on partly finished goods
it is necessary to spena adaitional money to bring them to
the stage of completeness.
Raw materials are, as a rule, the most favorably regarded
of the working and trading assets. These commodities are
generally of a more stable nature and have a wider market
than the others.
The stock of miscellaneous supplies which are used in
the manufacture of products is not customarily included amnng
the inventory accounts discussed above, but are listed as
Deferred Charges on the grounds that they represent
items of expense and are not to be turned into cash. In some
lines of business these supolies are of sufficient importance
to warrant their inclusion in the working and trading group.
The classification of the asset depends uoon its value.
7. Securities . An organization will sometimes invest
some of its surplus funds in securities in order that this
capital may not be allowea to remain idle. When the securities
are bought only as a temporary investment, and when they are
readily saleable they may be included among the current assets.
The more comjnon practice, however, is to list these apart as
Investments.
The securities shoula be shown at their cost price, and
[l ) See page 59.
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the market va^ue, if only slightly lower, given in "brackets
immediately after the account title. If the market value is
considera'bly less the value of the investment should be
reduced accordingly "by the setting uo of a reserve, and
showing this as a deduction from the cost orice.
The inclusion of securities among the current assets is
best justified when they are of such a nature that they can
be disposed of readily, or may be usea as collateral for a
loan. "When these conditions exist they are a valuable support
to working capital.
8. Deferrea charges and prepaid i tem:S . Wall and Duning
in their ”Ratio Analysis of Financial Statements”
distinguish between these two accounts by defining deferred
charges as ” expenses incurred in the organization of a
concern, or in the establishment of goodwill, or for services
received during a period, the total expense of which is not
to be charges wholly to one fiscal period but is to be spread
over a number of years or oeriods”; and prepaia expenses as
"amounts spent in advance of present requirements but for
which future service will be received. 3o, service has been
received in the case of deferred charges, but in that of
prepaid expenses service equal to the amount of the prepaid
expense item, has been paid for and will be received in the
future"
.
Usually these accounts are set apart from the current
ri) Wall, Alexander and Luning, R. "W.
,
"Ratio Analysis of
Financial Statements", page 31, 1926, Harper & Brothers.
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assets proper, but this procedure is not always followed on
the theory that the prepayTent of expenses relieves cash of
those deductions in succeeding periods. The two objections to
the showing of them as current assets are that they are
seldom convertible into cash, and frequently contain items
which are a doubtful support to cash, as, for instance, the
expenses of organization do not represent the sam.e support to
cash as do prepaid rent, or interest. 'AOien a careful classific
tion of accounts is made on the balance sheet only those
item.s which reduce the am.ount of expenses to be paid during
subsequent periods may be listed among the current assets.
9 . Accrued income . Item.s such as interest accrued on
notes receivable or bank balances are usually due and payable
within a short time and may therefore be correctly shown as
current assets. Accruals are sometimes included in the value
of the oarticular asset affected, but according to Professor
Kester the more definite, and so the better method is to
set them apart under the title Accrued Interest, or som.e
other such appropiate heading.
(l) Kester, R. B.
,
"Accounting Theory and Practice", page 183,
1925, The Ronald Press Company.
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CHAPTER V
THE INTERPRETATION OF THE BALANCE SHEET-
-
CURRENT LIABILITIES
The purpose of analysing the liatilities on the Balance
sheet is to determine chiefly that all claims—both real and
c ontingen t--agains t the company are included and correctly
stated, and are properly classified. This latter point is
important in that the classification of current liabilities
in the fixed group overstates the working capital.
Current liabili ties . The term "current liability"
indicates a use of short-term credit. One of the rules of
Finance is that this type of credit should be used only as a
means of securing funds to carry on current activities, and
should not be employed as a means of acquiring fixed assets.
For example, should a company borrow money to finance the
production of goods, it will ordinarily be able to manufacture
and sell the goods before the debt is due, and thus will
have the necessary funds to meet the obligation. If it should
borrow on a short-term loan in order to acquire a piece of
machinery, the transaction woula not provide sufficient funds
before the maturity of the debt, and the company, provided it
is not in a good working capital position, may have to
liquidate some of its fixed assets with probable detrimental
r esul ts.
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1 . Accounts payable . When they are properly shown on the
statement, the accounts payable are classified to show those
Que to trade creditors and those oue to others. When such a
division is made the reader of the balance sheet is enabled
to see how the concern carries on its financing. Also, the
setting apart of trade accounts provides a means of checking
the rate at which those obligations are met. The size of the
trade accounts payable shoula bear a proper proportion to the
total annual or periodic purchases, which proportion is
determined by the credit terms upon which the concern buys
its goods. If the terms are 30 days then the accounts
outstanding for one month whould not exceed one-twelfth of
the annual purchases
In most lines the prompt payment of invoices is
rewarded by discounts, and, therefore, a low ratio of trade
accounts payable to notes payable to banks signifies that the
company has a good enough credit position to borrow from
banks in oraer to secure the income from discounting its bills.
On the other hand, if the accounts bear a low ratio to notes
payable to creditors it may be safely assumed--pr ovided that
the trade custom is to sell on open account-- that the concern
TTJ As in" the applying of this test to accounts receivable, it
can only be used where the business is not seasonable but is
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is settling its accounts by giving promissory notes.
2. Notes nayabl
e
. The notes to be paid should be




A large amount of notes to trade creditors may, as
indicated above, show that the company is not settling its
bills as promptly as could be desired, and this in tarn
signifies that banks refuse to lend to them. V/hen notes
payable to banks are large in relation to other notes the
conclusion to be drawn is that the concern, because of its
good credit position, is able to borrow from banks in order
to take advantage of the discounts offered for the prompt
payment of accounts.
Notes payable to members of the concern and to other
individuals, when of a significant amount in relation to
notes to banks, m.ay be taken as prima facie evidence tliat
the organization's credit is either restricted, or is not at
all recognized by banks and sellers of merchandise. It is
not customary to resort to this type of financial policy
unless other sources of capital are closed, which denotes
that the concern is having financial difficulties. When a
large amount of notes have been given to officers and friends
of the business the rights of the other creditors may be
overlooked in times of trouble, and the former paid before
the "blow-up".
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The proper classification of notes and accounts payable,
and all other balance sheet items whose value can be best
determined when so handled, is insisted upon by bankers and
other creditors who are in a position to do so. This aid to
interpretation is not, of course, available to all readers of
a statement but at least it is well to bear in mind that a
report on which the items are detailed gives a much clearer
picture of financial condition than does one not so
constructed. ''Jifhen the management of a concern presents its
financial condition in detailed form it is not afraid of
showing the facts, and this alone is fairly strong evidence
that the business is in a good condition. Conversely, a
statement on which as few as possible divisions are made may
be looked upon as concealing weaknesses in the financial
posi ti on.
5. Loans payable . Borrowings from banks or finance
comoanies may be so designated when no instruments have been
given to evidence the debt. Such an account might also
represent loans from employees or friends of the business.
An intelligent interpretation of this account depends upon
its proper classification on the statement, as in the case of
accounts and notes payable. The same conclusions would be
drawn as were suggested in the above two sections.
4. Accrued expenses . The expenses which are accrued up
to the date of the balance sheet are seldom of such importance
to warrant more than passing consideration. Their appearance
on the report is chiefly to satisfy the accounting requirement
that all claims at the date of the statement be shown in order
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that the financial condition of the enterprise he set forth
as accurately and as truthfully as oossihle.
Accrued expenses are usually of a current nature and,
as they affect working capital, they are correctly listed as
current liabilities.
5. Unearned income . The nature of unearned or deferred
income was explained in the section dealing with accrued and
deferred items in the construction of the profit and loss
statement To repeat here, the account on the balance
sheet shows the amount of income that has been received but
not yet earned because the goods or services contracted for
have not yet been furnished to the buyer. The account is
customarily regarded as a current liability. As a general
rule, it is to be found only on the statement of a concern
in a business in which such transactions are likely to occur;
and its omission from such a balance sheet justifies the
suspicion that the comoany is overstating its period's
profits, its net worth and its working capital.
0 ther current liabili ti es . Obligations other than those
treated above may be listed as current liabilities depending
upon their nature. Dividends which have been declared and are
payable within a short time, smd mortgages, either in whole
or in part, which are coming due in the following period are
examples of liabilities which may also be Included among the
current debts.
ITT See page 36.
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CHAPTER VI
THE interpretation OF THE BALANCE SHEET-
-
FIXED ASSETS AND CAPITALIZATION
The working capital section of the balance sheet having
been disposed of, we shall now concern ourselves with the
second part of the statement, the section showing the fixed
assets and the capitalization of the organization. These two
classes of items are closely related in that the acquisition
of the fixed assets is generally financed--and should be
according to the laws of Finance--by the issuance of
securi ti es.
The fixed assets and capitalization of an organization
are of primary interest to the person whose interest in the
concern is tc be of a continuing one--as an investor in its
stocks and bonds. The short-term creditor has, however, some
interest in the fixed assets because these provide a
secondary defense to his claim. In the event that an
insufficient amount is realized on the current assets to
satisfy the current debts, these claimants must look to
the fixed assets.
Fixed tangible assets . In this thesis the fixed
assets are divided into fixed tangible assets and
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The tangible assets to be dealt with are:
1. Real estate.
2. Machinery and equipment.




The assets, Investments, Funds and Treasury Securities
are not true fixed tangibles, but their appearance here is
justified by the fact that they belong in the second of the
two main divisions of the balance sheet
1. Real estate . A balance sheet that is well constructed
states the values of land and buildings separately, buildings
are subject to depreciation regardless of repairs made on
them, and should be protected by insurance. The separate
showing of the item facilitates the determining of the
adequacy of the depreciation allowances and of the insurance
coverage. When land and buildings, and other tangibles are
merged into one or more accounts, as they are on many balance
sheets, interpretation is certainly not aided and the reader
of the statement has a right to question the good faith of
the management in its presentation of financial condition.
The same holds true in regard to depreciation reserves. The
merging of these accounts and treating the whole as a lump
deduction prevents the determining of whether the allowances
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are sufficient. The reserves are properly shown as separate
deductions from each of the assets to which they apply.
Only those "buildings to which the concern has a valid
title should "be listed among its assets. Any mortgages or
other liens which are outstanding must "be stated as
lia"bilitie3 of the concern, and not deducted from the aasets
with the result that only the company’s equity in the property
appears on the statement. The reader of the statement has a
right to assume that the value of property set forth on the
balance sheet represents its present value, auid then, it
makes some difference whether property is owned outright or
is subject to claims.
Occasionally a building is erected on rented land by
the lessee company. The value of such a building must be
entirely charged off to expenses by the time the lease
expires, because permanent fixtures on real estate become
the property of the landlord.
Land used as a site does not depreciate but frequently
increases in value, depending chiefly upon its location in
regard to the business engaged in. In industries, such as
mining, where land is subject to exhaustion or depletion as a
result of the concern’s operations, it is particularly
necessary that it be set apart on the balance sheet and that
there be clearly indicated the allowance that has been made
for the depletion. Aasets of this nature are usually labeled
"Wasting Assets" on the statement.
2. Machinery and equi oment . The machinery and equipment
used in the company’s operations should, of course, be
trtfotia xr^9<^<i*i<*~ f^4s f?f<T .4^r;»i?>j;’t1:ifc e*ca
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separated from other assets, and its depreciation reserve shown
as a deduction from its cost. As a rule, this asset deoreciates
more rapidly than such a one as "buildings. In estimating
the present value of machinery and equipment it must be
borne in mind that, in the event of its sale, machinery of
a highly specialized nature is not likely to bring as much
as that which is of a more usual type, as it does not have
so wide a market. The prospective creditor, who is careful of
the risks he undertakes, would determine whether the
equipment is of a standardized tyoe and widely used; if it is
located near a possible market; and the physical condition in
which it is. All these factors are closely related to value.
Mortgages and other liens are properly shown as
liabilities, and not as deductions.
3. Furni ture and fixtures . This term is quite generally
used to refer to the office equipment, including all
furniture and apoliances, that used in the operation of the
offices of the various departments. Office furniture and
fixtures rarely have an important liquidation value, and are
usually depreciated at a rapid rate so that the entire value
is frequently charged off before the assets have outlived
their usefulness. This practice is followed especially by
banks, and other financial institutions. The only proper basis
for the valuation of office equipment is cost less depreciation.
4 . Investments . Investments usually represent securities
of other companies, but they are occasionally made in real
estate. As it was stated in the discussion of marketable
securities, the policy of the coraoany is the deciding factor
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in the classification of investments. If the investment was
made with the purpose of holding it for a lengthy neriod, or
if it can not he liquidated without causing a disruption in
the customary operations of the business, it is to he looked
uoon as a fixed asset. The value shown should represent the
cost of the property acquired, provided that this figure is
not above the present market price. In the event that the
latter amount is higher than the cost, the asset should he
shown at its market value, the decrease either being set up
as a reserve which is deducted from the cost on the state-
ment, or being treated as a direct deduction of the asset
on the books, with a corresponding reduction made in surplus.
’JIThen a lower market value is due to a slight and temporary
fluctuation it is permissible to show the asset at cost,
and the market value in brackets immediately after the item
on the balance sheet.
5 . Funds . There frequently appears on the statement such
an account as "Sinking Fund", "Pension Fund" or "Denreciation
Fund". Such an asset represents an accumulation of money to
be used for some specific purpose, as the paying off of bonds
at their maturity, or the giving of pensions to employees.
The accumulation of a fund to redeem outstanding bonds is
often provided for by a clause in the bond indenture.
A fund may be in the form of cash on deposit in a bank,
or may be invested in securities or other property. In
analysing this account the chief aim is to determine the
form in which the money is kept, and if invested, whether the
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incurrence of loss.
6. Treasury securi ties . These may he defined as
securi ti e8--ei ther shares of stock or hond3--that have been
acquired hy the comoany that originally issued them. In
order that they may he properly called treasury securities
it is necessary that they have heen once issued.
Treasury bonds are not a claim against the comoany--!
t
cannot owe money to it3elf--and should not he listed among
the assets. The correct method of handling tliera is as a
deduction from the outstanding bonds, which represent the
liability of the concern to bondholders.
Treasury stock carries no proprietary interest or share
in the business, and must therefore, be deducted from the
outstanding capital stock, as it is in this portion of the
company’s stock that the entire rights of ownership rest.
Treasury stock, although it is frequently so treated, can
never be construed as having an asset value, in view of the
fact that capital stock merely evidences ownership of the
organization’s net assets. If a concern should store
$100,000 worth of goods in a warehouse, its ownership of
those goods would be evidenced by a warehouse receipt. Now,
on its balance sheet the company would show as an asset the
$100,000 worth of merchandise, but it would not, by any
stretch of the imagination, be justified in also showing the
warehouse receipt as an asset. A/hen a corporation lists its
own stock as an asset it does just this, namely value as assets
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Intanfyj'ble assets . The items representing intangible
assets include such ones as goodwill, patents, trademarks and
copyrights. With the exception of those cases where these
assets are bought and paid for, the basis of their valuation
is at best an arbitrary one, and "conservative accountants
maintain that no value should be assigned to intangibles
unless they have been actually paid for, and then they should
be amortized" . This is held upon the grounds that they
seldom have a value in liquidation. The conservative analyst
deducts from the net worth any intangibles that may be
listed, as a means of arriving at the real amount of that
figure
i/l/hen tangibles and intangibles are merged on the balance
sheet and only the total amount shown, it is reasonable to
suspect that the intangibles form a large part of the total.






( 1 } Lincoln, E. E. , "Applied Business Finance", page 294,
1923, A. W. Shaw 8c Company.
(2) On the balance sheet suggested by the Federal Reserve
Board goodwill is so treated (see page 13). It is maintained
by some that deferred charges should also be deducted from
net worth on the theory that they have no realizable value.
See Badger, R. S.
,
"Interpreting Financial Statements":
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1 . Goodwill . This account may be said to measure the
value of a concern's ability to earn profits in excess of
the average or normal rate of return realized in the industry.
These excess profits are sometimes labeled " super-orof i ts"
,
the term " super-orof i ts" referring to "the amount by which
future revenue, increase or advantage, to be received, is
expected to exceed any and all economic expenditures
incidental to its oroduction"
A valuation is frequently placed upon goodwill by
capitalizing at some arbitrary rate (10^ for example) the
earnings which are in excess of what is considered to be
a standard return on the actual property investment. The
following illustrates this ;














The factors upon which the valuation of goodwill is
based are shown in the figure that is given on the following
page.
( 1) 3ali ers, E. A., "Accountants' Handbook", page 566, 1923,
The Ronald Press Company. The Handbook quotes from Leake,
P. D.
,
"Goodv/ill, Its Nature and How to Value It", page 4,
1921, Sir Isaac Pitman & Sons, Ltd., London.
(2) Stockwell, H. G. , "How to Read a Financial Statement",
page 98, 1925, The Ronald Press Company.
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Figure 2. Factors in Goodwill
(From Saliers, E. A., ** Accountants' Handbook, page571.)
When a concern is atout to be sold, or to be consolidated
with others, a valuation may be placed upon goodwill by
capitalizing the average earnings over a period, and from
that figure substracting the appraised value of the tangible
property. If, for example. Company A is to sell all its
assets to Company B, and the former's earnings for the past
five years have been, in thousands of dollars, $10C, |2C0,
$150, $250 and $300, its average annual earnings would amount
to $200,000. This may be capitalized at 1% (the rate depends
upon the nature and risk of the business), or at $3,000,000.
If an appraisal of the concern's physical property shows it
to be worth $1,000,000, the value of the goodwill would
„ ( 1 )
amount to $2,000,000
In spite of these above briefs for the looking upon
goodwill as an asset, many business men and accountants of a
conservative frame of mind assert that such an item should
not appear at all on the balance sheet, unless an amount has
fl ) Gers tenberg, C. W. , "Financial Organization and Management
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iDeen actually paid for the goodwill of a precedessor, and
even then it should he written off as rapidly as possible.
Bank credit vien in reading the statement of a prospective
borrower deduct goodwill, as they do other intangibles such
as patents and trademarks, from the assets and make a
corresponding decrease in net worth
As a brief summing up, it may be said that the stronger
the financial condition a well-established company is in the
more likely it is to oossess such an asset as goodwill, and
the less need it has to list the item on its balance sheet
in order to make as good a showing as possible.
2. Patents, trademarks and copyrights . These assets are
generally shown as fixed intangibles but they are sometimes
classified as deferred charges on the ground that the expense
incurred in obtaining these rights are applicable to those
periods during which the grants exist. The value placed on
them should be their cost and this should be written off over
their tenures of existence. When the rii^ts are purchased
from a former holder the purchase price constitutes cost.
It is held by more conservative accountants and business men
that in view of the fact that these assets rarely have a
liquidation value they should be charged off as quickly as
possible.
The nlacing of large values upon patents, trademarks,
copyrights and other assets of this nature, justifies a
suspicion that the financial condition is being ’’window
dressed” by means of these accounts. In a careful analysis
Cl) Wall
,
Alexander ano Duning, P. W.
,
"Ratio Analysis of
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these assets, if of a significant size, would be well
scrutinized in order to determine their true worth.
As it was noted in the section on goodwill, the valuing
of assets on a basis other than that which represents an
actual investment of money does not indicate a conservative
financial policy on the part of the management.
Capi talizati on . The terms ”capi talizati on"
,
"capital"
and "capital stock" are frequently mi sunaerstood and it
might be well to pause here to distinguish them from one
another. Capital, according to the economist, refers to the
total wealth owned by a corporation or in its possession, and
thus consists of both owned and borrowed capital, in as much
as part of the assets used by a concern belong to its
creditors and part to its owners. The accountant, however,
asserts that the capital of a concern represents the interest
of the owners in the property, and includes the initial
investment and the earnings which have been reinvested in
the business. He says that borrowed capital is not capital
at all because it belongs to creditors of the company, and
anything that belongs to creditors must be looked upon as a
liability, and not as capital.
Capital stock represents the ownership of the
corporation itself, but it must be remembered that the
capital stock account on the balance sheet does not, in
itself, show the full value of the owners* interest. The
capital stock shows only the initial investment of the
owners, and any increase in the value of the owners' interest
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considering the value of the owners’ interest, or the net
worth of the "business, the capital stock and the surplus
accounts must he looked upon as together showing that value.
Capitalization, in a strict legal sense, refers to the
sum total of the nar value of the capital stock which a
company is authorized to issue, hut from the economic or
investment standpoint it refers to the total amount of the
corporation’s capital liabilities, that is, its stock and
bonds outs tanding.
^
In this discussion of capitalization we shall consider
it in the light of its more usual meaning, namely that it is
the total of the par values of outstanding stock and bonds.
The object in examining the capitalization of a
corporation is to determine whether it bears a proper relation
to the basis upon which the company issues its securities.
The capitalization of a mercantile or inoustrial
[o\
concern should be based upon its earning power' ' . To put it
in another way, such an enterorise should issue only that
amount of securities upon which it is able to pay a fair rate
of return. By a ''fair” rate is meant the rate which is the
normal or average one for the industry engaged in. To
illustrate: If a business can earn $100,000 a year and the
( 1 i For discussions of these three terms see Gerstenberg,
C. W.
,
"I’inancial Organization and Management of Business”,
page 115, 1930, Prentice-Hall, Incorporated; Goggin, W. J.,
and Toner, J. V., "Accounting, Principles and Procedure”,
page 438, 1930, The Riverside Press; auid Kester, R. B.
,
"Accounting Theory and Practice”, Volume II, page 528, The
Ronald Press Company.
(2) Gerstenberg, C. W.
,
"Financial Organization auid
Management of Business”, page 278, 1930, Prentice-Hall,
Incorporated.
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normal rate of return is 10%, then it might capitalize at
$ 1 , 000 , 000 .
When the capitalization is so high that the earnings
realized "by the company do not amount to a fair rate of
return on the investment of the security holders it is said
that the corporation is ’’overcapi talized” . The condition of
”undercapi talizati on” exists when the earnings amount to an
excessive rate of return on the capitalization.
There are numerous disadvantages to overcapitalization,
the chief ones being: (l) the stock of a comoany that does
not pay a fair return sells he^ow par, and thus the concern’s
credit standing is injured, (2) the concern will have
difficulty in raising new funds oecause of the doubtful
value of its securities, (3) the consuming public is liable
to injury as an overcapitalized company may attempt to
increase its profits by raising prices and reducing quality,
(4) wage earners may suffer as operating executives may
attempt to justify low wages on the grounds that a small rate
of profits is being earned by the company, (5) the failure of
overcapitalized concerns hurts business in general, and
(6) stockholders suffer, due to the fact that the stock of an
overcapitalized company is poor collateral for Toans, and is
likely to have an unreasonably low market value, especially
in times of business uncertainty ^ ^
.
Undercapitalization also has its disadvantages. The
important ones are: (l) the stock, although worth more than
par, usually does not sell for its full value, (2) wide
( 1 ) Gera tenberg, C. W. , "Financial Organization and
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fluctuations are likely to occur in the market value of such
stock, and (3) the excessive rate of orofits which an
undercapitalized concern seems to earn has the effect of
encouraging competition, causing employees to hecorae
disgruntled, stimulating customers to seek lower prices and
tending to induce the public to invoke the regulatory powers
of the government.
^
Fixed liabilities . The term "funded debt" is frequently
applied to these obligations and means that they are debts
which have been created in order to acquire funds for the
prosecution of the business, and which are not claims against
the current assets. And so, any liability which does not
mature within a year is known as a funded debt. The most
common types of these debts are bonds and mortgages payable.
Mortgages payable represent a lien on one or more of the
assets, but as they are obligations to be paid from, the
assets they should be- shown as liabilities, and not as
deductions from the assets against which they are a lien.
Bonds payable, which are also as a rule carry a lien
on specific assets, must be set out in a like manner. The
procedure of substracting these liabilities from the securing
assets distorts the financial condition as presented by the
balance sheet.
In the investigation of funded obligations it is
important to discern which ones are coming due and what
provisions are being made to pay the debts at maturity. It
would also be incumbent upon the analyst to determine
( i) 9ers tenberg, C. W. , "Financial Organization and
Management of Business", page 278, 1930, Prentice-Hall,
Incorporatea.
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whether the agreements under which the debts were incurred
were being observed by the company. For instance, it might
be agreed when bonds are issued that the concern shall, during
the life of the bonds, accumulate a fund that will, at the
maturity of the debt, be sufficient to pay off the obligation.
Or, under a mortgage the mortgagor might be bound to keep
the property in a certain stated condition.
Capital stock . The o\vnership of the net assets of the
corporation is, of course, represented by the capital stock
which is outstanding. The account "Capital Stock Authorized"
shows the total amount of stock which the corporation is
authorized to issue, and when the total authorized stock is
not issued there is deducted from Capita"’- Stock Authorized
the amount of unissued stock, and any that mjay have been
reacquired by the company, the difference being the amount of
stock issued and outstanding.
The account "Capital Stock Subscribed For" which
som.e times appears as an addition to the stock issued and
outstanding, represents stock which has been subscribed for
but not yet issued as it has not been fully paid for. When
this account appears on the statement it is offset on the
asset side by "Subscriptions Receivable", -which is a good
and valid asset of the corporation, it representing an
enforceable claimi against the subscribers. The showing of
these accounts is illustrated in Form 7 on page 83.
Surplus . A proper investigation of surplus entails the
gathering together of all the accounts-- that is, all the
various kinds of surplus and the reserves of surplu 3 --in
H ^ ^
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order to deterir.ine the total suit, and the analysing of this
to determine whether the increases in the asset values are
due to earnings realized from operations, or from other
sources such as the writing up of oroperty values, the sale
of fixed assets at a profit, and surplus oaid in by the
owners
.
The sources from which corporate surplus arise are
1. Reinvested earnings.
2. The sale of new securities at
a premium.
3. Premiums paid on capital stock
at the institution of the
enterprise
4. The sale of fixed property at
a profit.
5. The reaporaisal of plant and
other property.
6. The capitalization of intangibles,
especially goodwill, which is a
common practice when the form of
organization is changed, as from
a partnership to a corporate form,
and v;hen consolidations are being
eff ec ted.
7. The scaling down of capitalization,
as by exchanging a fewer number of
preferred shares carrying higher
dividend rate for a given amount of
stock carrying a lower rate.
In many instances only the balance sheet of a concern
is available for the judging of its financial condition. To
make up the deficiency of the income statement there should
be a detailed showing of the corporate surplus in the net
( 1 ) Lincoln, E. E. , "Applied Business Finance", page 306, 1923,
A. W. Shaw Company.
(2) T/any organizations, particularly banks, sell their stock at a
premium at the inception of the business to give the concern a
strong financial position at the start.
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worth section. A proper showing of surplus here includes
the following details
1. Surolus at beginning of oeriod.
2. l^et profit for oeriod.
5. Distribution of net profits
during period. This refers
to dividends.
4. Profits retained in business.
5. Surplus at end of period.
An example of good showing of the net worth section is
given on the following oage.
Contingent liabili ties . In order that the balance
sheet may show all factors which affect or may affect
financial condition, it is necessary that it state any
claims which may be made against the company because of any
transaction or developm^ents.
Contingent liabilities arise when notes receivable are
discounted, accounts receivable are sold, law suits are
pending against the concern, and from other such sources.
When pending law suits seem to be oarticularly unfavorable a
reserve of surolus is som.etimes set up to care for the
liability which miay come from, an adverse judgement.
The person who knows that a business house engages in
transactions from which contingent liabilities arise, or that
it is otherwise subject to such claims, should look upon the
omission of such items from the balance sheet as constituting
an overstatement of financial condition.
Cl) Kester, R. E.
,
"Accounting Theory and Practice", Volume II,
page 597, 1925, The Ronald Press Company.
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Form 7.
ILLUSTRATION OF NET WORTH IN LETAIL--FROM




Less: Unissued Stock $3,000,000
Stock in Treasury 1, 000, 000
Preferred Stock Outstanding
Plus: Preferred Stock Suhscrited For
Total Preferred Capital Stock
$5,000,000
4,000,000
$ 1 , 000, 000
100,000
$ 1 , 100,000
Common Stock of No Par Value Authorized
and Outstanding 800,000
Total Capital Stock $1,900,000
Surplus Availatle for Dividends:
Earned $1,442,150.11
, Capital 140 , 000 . 00













From. Revaluation of Goodwill,
Patents, Trademarks 200, 000




$4, 384, 150. 11





page 111, 1925, Prentice-Hall, Inc.)
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Contingent liatilities may te shown in one of four ways
1. In the body of the balance sheet,
the amount in short and ruled off
so as not to be included in the
total
.
2. As a footnote to the balance sheet.
3. As a qualification to the particular
account, or section of the balance
sheet affected.
4. As a qualification in the auditor’s
certificate.
Other factors in interpretation. The task of determining
the soundness of a business includes the investigation of
factors which are not reflected in the financial statements.
Tt is not within the scope of this work to discuss and
explain these factors, but merely to indicate their existence.
There are, for example, the character and ability of the
management; the insurance protection carried on the assets;
the condition of the merchandise on hand; the quality of
receivables; the age of the organizati on--a developing
company is not as financially strong as a long-established
one; and special factors which affect the particular industry.
In credit work, especially by bankers, these other
factors receive consideration before judgem.ent is passed
{ ?
)
upon the case of a prospective borrower. Wall and Duning '
illustrate the relative values of the factors which affect a
credit risk by means of the figure shown on the following
page.
In the personal factors the important points are the
rp' tiiss. j. H. , "Management Through Accounts", page 150,
1924, The Ronald Press Company.
(2) Wall, Alexander and Duning, R. W.
,
"Ratio Analysis of
i'inancial Statements", page 14, 1926, Harpers & Brothers.
A . (W f «. ^/u ia* f
v' ilB3a-li«o5
.^9td* »x!W to €>ri^ rtl '^,T
11c f>©5»n“ ilCtjt .i^oxis ,01 tlftyO'rWy.





Oif ^cntoo't ft .3
ci^ «oii^*' ' o ftA . *.




rtjrU - . -. , • ll •





jsir,onm^o - • '* *
.
*r\-/
jtninUr-»v'*i> *« •*" ili 2»i^3
t,n£ iiti,o«Ji. <» <"-• "iai To oaooe
*rf^ nltiil* J 'n «1 J' ;
.
.. :..-tf» -S'.Pi M>oi- 4 - o< Kts-s^- .’u-i .^>^o^^ll•^ »69rt.-
nt«r«x»
i J lo ;-*»fi'ia
j/-.'/‘it=' »rW "“'i •»”
•leiH*'*
"'^;>.i..-»* »ns nr .,«.--v^!' (V'JJ»<*iotq oowiuanl on.* ;
i




o,.,^f3*#...-Nnor .. a. . a-
ion, .1 •woo
V^ftoi Ar.'o:^-<o. wo loo>t. rf: f-r et loO Ealo^O.
o« ;.!to .
•
-..tio ..-ToMioo \v- 'it'.
‘.•>.»••• .Jiao. 11 !>••!> nl
i(*~
.K.....<. .^:-
0-to.i;^^/ ,wll4-'.iw>l«aoo «Tl9Ml .iclool
• o.oT^ ,J srl'-jnre.Q-'O a t-' ••*«’
‘*rtl“no»»
'' S' ^ ^ 1- c I nwci oxy* f
'
^ 1.^ -q •<>
ri
H ertO* I .o
F-*.
^
. ^ t ^ i. ^ ^ k t' M.
f>,
, A)«ri nji*'' *®KJ to \>1 1[*T ^^‘ -
t^ilXYtOirol «-vf IIO fffOtir
ftXV lU
.?srf!a
Oril oT» plnloo »aol-0«<«t ort"
8 -roloAt
.
0.x .»a, .-alnoootui 4^^r^-*;H‘fera«o»’‘^
10 BJ«-cinaA ' •'Lcj









honesty of intent and purpose, and the ability of performance.
These and the financial factors are of more importance than
those of the third group, as the efforts of an able and
trustworthy management will to a large extent overbalance
the effects of those conditions v/hich affect the business
from, the outside. A business that is well guided will, in all





Figure 3. Factors in Credit Risk
(From Y/all, Alexander and Duning, R. W.
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The obtaining of information on the additional details
mentioned above is not usually possible for the outside
investing or speculating public, but at least a knowledge
may be gained of fundamental business conditions and of the
nature of the business in general. And when this is coupled
with a candid statement an intelligent opinion of financial
condition may be formulated.





'“w*' *“ Jm, ilL
iiMS^ :- .o-row Id •ta
i
V aL
^nli »Ia« n» -o el'o'i'Jo »<U “* «*'*"l>
3
-u.Ii:i<-<*^’e Jae#*c. ojjfisi: fe a.* £Xi«,in««8WW£-^
'
' '
‘ V I iV.,
^hbaltud 9Jii tddila jrfdiiiw aniM Id
n6 at ,{ftw al caanfa^'i A .-fidlatiiO aKi .riptl
•':^i












jJtJ« tlC/a-Tl' Etoir^JiX .t
it
-' ^r rnu»: «T9hna»<fA3 .ffaV fnoi< )
(»- v.,.c';- -.i/V'--’'' '.UBl.i.1' la
et**B
rjn.t»o ranaJ-Mate sV .ic ta J
»bl»XMO *.M -al -^rcrMsa lo« «1
»«<* DsnaMnsm




aarawbO el eVlf n.rt, t,«£. .ra-e»-T
' neenl'^eXJ to
to ttoisxpo Ja«t.f/?l<Ti M Jm.m»Ji>te





THE INTERPRETATION OF THE PROFIT AND LOSS STATETJIENT
The profit and loss statement is divided into three
main sections the ooerating section, the non-operating
section, and the section showing any extraordinary
adjustments. It is proposed to treat the subject of the
interpretation of the statement under these headings.
Ooerating sec ti on . The operating section, in its work
of summarizing the results of the concern’s customary or




2. Cost of goods sold.
3. Gross margin.
4. Operating expenses.
5. Ooerating orofit (or loss).
In many published statements the figures are not shown
in such a detailed form chiefly because it is not desired to
publish information which might be edifying to competitors.
For example, many statements read:
Gross Profit or Earnings $
Less: Operating Expenses
Operating Profit $
However, a careful investigator of financial condition
would demand that the statement be detailed at least to the
extent suggested at the beginning of this section, and, as it
Ti)' See page 33.
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i 3 hardly necessary to point oat, it is especialTy desirable
from the point of view of the management that the information
in regard to profit and loss be set out in as detailed a
manner as possible.
1. Gross income . The item ’’Gross Income”, or ’’Gross
Revenue” shows the total value of the goods or services
which have been sold during the period. The figure given is
the selling price of the products and should cover only
those transactions in which title has been oassed to the
ourchasers. It should not include any consignments shipped
but not yet sold, or any goods for which orders have been
received but which have not been delivered and do not belong
to the vendee.
In judging the significance of this item it is important
to consider general business conditions and the past record
of the concern’s sales. During a rise in the business cycle
an increase in gross income may be erroneously used as a
basis for an over-optimistic forecasting of the future. This
may be avoided by considering the existing business
conditions, and also those conditions affecting the
particular industry. An upward swing of prices normally
causes the sales figure to swell, and this may lead to the
conclusion that the comoany is growing more prosperous, when,
as a matter of fact, the volume of business done in physical
units may be the same, or may have decreased. On the other
hand, when the price level is undergoing a downward revision,
undue pessimism may be felt, although the number of units
sold may have remained constant, or even have increased. As a
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means of determining the influence of price and the number
that the percentage of change that has occurred in the
selling price be calculated, and then this index be divided
into the sales figure in order to show the volume done if
prices had remained stable. The following illustrates this:




1922 Troo,ooo 100?^ f100, 000
1923 110,000 110^ 100,000
1924 120,000 lio^i 109,091
In reading the sales figure it is also necessary to
determine whether a rise in that item is brought about by a
natural expansion of the concern's business, or by the
increase in business activity which comes during prosperous
times. The latter condition is bound to be succeeded by a
fall in business, but natural expansion is not necessarily
subject to a reaction.
2. Cost of goods sold. In the figure showing the cost of
the goods or services that were disoosed of should be included
the total amount of expenditures that were necessary in order
to put the products into a saleable condition. It should not
cover any of the expenses of selling or advertising, or





"Analysis of Financial Statements", page
125, Prentice-Hall, Incorporated.
(2) There is a difference between the two terms "Costs" and
"Expenses". Costs refer to expenditures made on material, labor
and overhead expenses necessary to manufacture an article; the
expenses of selling and administrative activities are technical
expenses. See Greendlinger
,
Leo, "Financial and Business
Statements", page 59, 1918, Alexander Hamilton Institute.
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latter expenses are shown separately under operating expenses
as deductions from the gross profit realized on sales. The
reason for this segregation lies in the fact that it is
usually the function of one department to put the goods into
a saleable condition and that of another to dispose of the
oroducts, and the separate showing of the exoendi tures
greatly facilitates the measurement of the efficiency of
each department.
In the statement of a manufacturing business the cost of
goods sold is supported by a statement showing in detail the
manufacturing costs of the goods produced during the period.
This latter report, hov/ever, is rarely included in published
statements but its use would be essential in a thorough
analysis.
5. Gross prof it . The difference between the selling
price of the goods or services sold and their cost is the
gross profit earned on sales. It is usually oesignated
'•Gross Trading” or "Gross Operating Profit”.
This figure is an important one as it is from this that
all the expenses of disposing of the product ana administering
the business affairs must be oaid. In many lines this gross
margin is proportionately the same among different companies,
and thus it is useful to analysts in comparing the efficiency
of separate concerns. Such an analyst as the bank credit man
knows, or has the means of knowing, the rate of gross profit
that should be earned in a particular inaustry, and so he can
judge the relative manufacturing efficiency of a given
concern, and, of course, whether the business is earning a
sufficient gross profit to care for all expenses and realize
t‘ u .
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a satisfactory net profit.
When the rate of gross profit that should he earned is
known the "gross orofit test" may he apolied to check the
figure showing the inventory at the end of the neriod. For
example, if the normal gross margin in the industry is 30^
then the cost of sales represents 70^ of the sales. Now, if
the statement of a concern in that industry shows its cost
of sales to he, let us say, 60% of sales then its gross
margin is 40% of the volume done. In such a case it is
indicated that the closing inventory may have been
overstated in order to show the cost of sales at a lower
figure, and thereby increase the gross profits, .'hi
overstatement of inventory also inflates the financial
condition as expressed by the balance sheet, as it is this
closing inventory that is listed on that report among the
assets. The following illustrates how an overstatement of the
closing inventory inflates gross profits.
Statement Showing Normal Gross Profits
Sales $100,000
Deduct Cost of Sales;
Inventory at beginning of period $50,000
Add: Purchases 30,000
Total 180,000
Less: Inventory at end of period 10,000
Cost of Sales 70, 000
Gross Profit (30^ of Sales) $ 30,000
Statement Showing Excessive Gross Prof i ts
Sales $100,000
Deduct Cost of Sales:
Inventory at beginning of period $50,000
Add: Purchases 30,000
Total $80,000
Less: Inventory at end of period
( overvalued^siO , 000
)
20,000
Cost of Sales 60,000
Gross Profit (40^ of Sales) $ 40,000
1•1,*.
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4. Operating expenses . On a well-constructed income
statement these expenses are shown in detailed form in order
that the reader may know the various expenses, and their
amounts, incurred in the carrying on of operations. Operating
expenses, as said before, cover all amounts either paid or
accrued, which are concerned in the selling and administrative
functions of the business.
These expenses should be classified in order to show
the efficiency of the various departments or executives
responsible. The operating section is sometimes manipulated
when it is desired to conceal a poor state of affairs. For
instance, the net profit may be overstated by omitting
accrued expenses or depreciation allowances. When the
operating expenses are shown in a lump sum the analyst may
suspect that such items as maintenance or depreciation
charges are insufficient to bear scrutiny. It is the practice
of some companies to omit these charges in times of poor
business in order to make as good a showing of net earnings
as possible. The person who is skilled in the work of
analysing statements checks the operating exoenses of a
concern by coranaring its statement with those of comoanies
operating under similar conditions.
The ratios existing between the various operating items
and sales are important measures of efficiency. These ratios
are discussed in the section dealing with ratio studies
Operating ratio . The operating ratio is the proportion
which the cost of goods sold plus the operating expenses bear
( 1 ) See Chapter XI
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to the gross income or sales. It may he expresseci as follows'
Operating expenses
-h Cos t of goods sold - Operating ratio
(Jr 03 3 operating income
This ratio is considered as an important means of
comparing the operating results of different companies, and
provides an index which can he followed from year to year in
watching the coarse of the business.
The operating ratio can he depended upon as a useful
figure only when the operating expenses are truthfully stated.
The capitalizing of charges which are proper deductions from
income, for example, reduces the operating expenses, and
thereby lessens the operating ratio. Of course, the lower the
ratio, the higher the concern’s operating efficiency is
shown to he.
5. Met operating prof i
t
. The earnings which have been
realized after manufacturing or trading, and operating
activities have been cared for is known as the "Net Operating
Profit”. As in the case of the above items, this figure
provides a means of checking the concern’s efficiency and
following its course through successive periods.
Non-operating section . After the income that has been
realized from the major operations has been determined, the
expenses and losses which have resulted from extraneous or
incidental activities must be taken into account before the
net profit of the period may be known. Tne non-operating
items are generally of minor importance but when they are
in Gu'thmann, H. G. , "Analysis of Financial Statements",
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of significance they should he scrutinized as carefully as
the operating accounts.
The non-operating items are shown apart from the
operating section in order that the expenses and income
resulting from, the major activities of the concern shall not
be distorted by these item.s that show the merely incidental
operations engaged in.
Net profit or loss. The next figure, the net profit or
loss, shows the net results of the business carried on
during the period. In the last analysis this figure is one
of the most important, if not the most im.portant, item in
the financial statem.ent, in as much as it shows how success-
fully the concern has carried on its business. The ratios
which the net profit bears to sales, net worth, total
capital used, and to other items provide important
measur emien ts of a com.pany’ s efficiency, and greatly aid in
the forecasting of its future. These ratios and their
significance v/ill be discussed in Chapter XI.
Extraordinary aaj us tm.ents section . The itemis which are
shown in this third section may be classified under Profit
and Loss Adjustments and Surplus Adjustments. Profit and Loss
Adjustmients include all items of extraordinary losses or
gains which have come from, unusual happenings during the
period, as fire losses or the sale of fixed assets at a
profit or loss. Surplus Adjustments consist of items that do
not affect the current profit or loss, but which do affect
the owners' interest by increasing or decreasing surplus.
Lividends paid, for instance, do not influence the period's
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profit or loss tut do decrease surplus. Ar. additional tax
assessrrent applicatle to a former oeriod is another example
of a surplus adjustment.
Statili ty of earnings . It is an important matter to a
person who invests for income whether the securities he
purchases are issued ty a concern whose earnings are likely
to te statle from year to year. Consequently, in examining
a statem.ent fromi the point of view of the investor the
stability of earnings should te considered.
The income statement of a concern may show a satisfactory
rate of eaernings for the current period, or even for the
past four or five periods, tut there are certain factors
which affect earnings and which are teyond the control of
the management of the business. These factors are sumjnarized
as f ollows ^ :
1. Nature of the business. A public utility,
or other company which sells necessities
is more likely to have statle revenue
than one which deals in luxuries.
2. Size of business. Large-scale production
reduces costs and thus selling prices
are lowered, and thereby tend to m^ake
the article a common necessity.
3. Possession of a monopoly. A concern
having a monopoly has a control over its
selling prices that a firm in a
competitive line does not have, and thus
it is better able to secure stable
revenue.
4. Good management. An able and com.petent
managem.ent will oirect its efforts to the
securing of stable earnings in order to




See Gerstenberg, C. W.
,
"Financial Organization and
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PART IV
ANALYSIS BY !JffiAN3 OF COMPARATI’VE STATEMENTS

CHAPTER VIII
ANALYSIS BY VEAN3 OF COT^ARATIVE 3TATET.IENTS
Value of comoarative statements. It is maintained
that an adequate investigation of the financial condition
and the earning power of a concern can only he made when
there are at hand at least two balance sheets and two
nrofit and loss statements. One financial statement presents
conditions which exist at only one time and does not
indicate whether the trend of the business is forward or
/ o \
backward. As one writer puts it:
**If a balance sheet can properly
be called a photograph of a company’
s
financial condition at a certain date,
a series of statements may be thought
of as presenting a moving picture of
the business."
Tne past changes which have taken place in financial
condition indicate probable future success, and it is only
by comparing a present statement with one or more past ones
that these changes can be noted and interpreted.
Interpreting changes in f inancial condi ti on . The
interpretation of the changes which have taken place in
financial condition, as shown by comoarative statements, is
best made when the changes are summarized and presented in a
prooer form. The usual method of accomplishing this is by
the preparation of what is kno’/m as a "Statement of
Tl) Finney, H. A., and Baumajin, H. P.
,
"Analysis of
Statements"; "Journal of Accountancy", page 371, November,
1925.







armTOTe litirAfiA^moo jjiastv ts aifaTJASA
4
iion'ta^attim Bi . »iQ*stffifr^jft>e av.t.^jytsggioo Ic HiilsV.
nci^f l^moD iBionjMill Ito iiol4w*^l.^&tTiXi ttiaupstB an iadS
aoitw ti^csi o-tf t-J’rto crrenitoo to *iowOcv ;^eLi£nB<j «^ri^ biSA
f* owJ ban d^eode e-ocur Tx^d o*f4 iis Laari ©t^rf^
.
-s ‘ \
E;lflfie©*TQ &n9iP.9S£^ii ioriBflit , ®n0 .niaeme^B&e tuol btiB titoiQ
)cn «©o6 ©no 'cTfto Jet*© rioldw enoj^ Jtiixroo
‘fS
7© ©-is-w^ot ei fre?Ki»i>tf to onfuttf^ ©d*t f^BpIbrri
'r«;tJT¥ ©no eA .i)*»Kir3ioed
^
>!:
ti j*'^ ' v **!n*'D »©©dt ©^cteticf « tl**.
B to dt^BTBOiod© B f>9 fXBrj §d *
oSBty aUbineto m in noUlbaoo iMtonmat'l
fti^MivdS »d \.»m rtfiomaiBic \o »»i*T04. b
to anivocr r bb to
•
.«o©niB«tf ©di
fri'jw'.iil ftl 3oii.rq »VBd tfoXdw asi^n^do *)»iiT
>.rao 0 / ^1 i>fiB , 6’fcC 3©i/c ©rcfBdoiq ncl^ltnoo
eoa5 vfiQ Btor io ano .fn^ptoXB^e iirotoTo b X.<X
. ijsd©*fq©9dni baa haioa ©d cmo aanoBiio ©#iirii ifitW
©iET . at) j i ijjjioo
_
Jb i on© fitt gjt c sfioBrix^ 7-*,nl d©fc*i0 ^al
i
ni aoj* Tc ©v«x< dolxlw ©©saedo ?*rf^ to flol4^Btf»Tq*T9j^ai
8l •^vl^B'T^c.fioo v-d nwcdB bb .fioXildaoq iBionunil
B'Ci i>o;tfi9 c©rr<j fcoB i>da.X'»jr!noit<fe ©lij eoanjorto adJ ndx^ atmtf ieod
v.d aX Blrtt ^rx/lclfofJBOOB to i^dXscn r*vEJ.<. eriT .trnrot Tdqo'XQ
.tc ;»u©r»dBdX;* r ©p tstr/on^f ixi ^©dw to ftoi:^p*TBq9-!Q ©ri.t
to ./tflurruB-: boB , .© -H ,v©nn}t ( tj
isdwBvoX ,X'{*e o-!;«o ,*')C3nB.^nj/oooA -to fan'xboX.'* ; '•eJ ttama^BdC
.CSvX
.C?iC ©5B0 .‘'©onanJT «8^nio^2 opildo/i” t «X ,rtfoont4
(S)
,
the primary purpose of which isApplication of Funds”
to show what new funds came into the business, and from
what sources, during the period under examination, and how
those new funds were used. A statement drawn up to oresent
this information is a desirable and logical supplement to a
balance sheet, in view of the fact that the mao or function
of the latter is to tell the reader the manner in which the
concern’s capital is invested, and the sources from which
the capital was drawn.
The sources from which new funds are usually drawn
into a business are ;
1. By an increase in liabilities.
2. By the sale of securities.
3. From net profits.
4. From extraordinary profits
credited directly to surplus
and not shown in the current
balance of profit and loss.
( 2 )These new funds are customarily used to ' .
1. Increase fixed assets.
2. Increase working capital.
3. Retire indebteaness.
4. Distribute dividends to
the owners.
(ij fhis statement is also call "Statement of Changes in
Financial Position”. See Bliss, J. H.
,
"Method of Analysing
Financial Reports”: "Management and Administration”, page
300, March, 1924. Professor Cole labels it "Where Got, ’AHier
Gone Statement" in his "Accounts; Their Construction and
Interpretation", page 131, 1915, Houghton Mifflin Company.
(2) Kester, R. B., "Accounting Theory and Practice",
Volume II, page 608, 1925, The Ronald Press Comoany.
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The Application of Funds statement is drafted to show
to what extent funds were obtained from these above sources,
and how much of the funds were put to the uses listed
This statement is shown in connection with the illustration
(2)
on the analysis of detailed comparative statements ' .
Analysis of condensed com-parati ve statements . In many
of the comparative statements that are issued for public
consumption the data given are in such condensed form that
a searching investigation of the changes in financial
condition is not possible. The scope of the analysis is
usually further limited by the abscence of the profit and
loss statement. However, it is possible to trace out the
major changes which have taken place if the significance
of the increases and decreases in the various items is
understood. The following illustration indicates the
method by which such statements may be analysed.
On the following page are shown the comparative
balance sheets of the North American Metal Company as of
June 30, 1923 and June 30, 1924. These statements are
typical of those that are issued for publication.
If the various items on the earlier statement are
compared with those on the second it will be found that the
( 1 ) For a good discussion of this statement see Finney, H. A.
"Principles of Accounting", Volume I, Chapters 25 and 26,
1928, Prentice-Hall, Inc.
( 2 ) See page 100.
( 3 ) This illustration was taken from Stockwell, H. G.
,
"How
to Read a Financial Statem^ent", page 195, 1925, The Ronald
Press Com.pany.
H T Tv T ' W
vorls ot ct tihttti^^l6 srot^^^lfapA, ejfT
W
I
,p^o*»roe 9 vpsSst <ro7l bonie^tfo s’f^w tbnul Sudw o$
7 r *
.
' ceexj f»f£J( oS iuq 9*J®» Xq f£?jcw wofT brus
[ t ^tiS^ iliiir n^i5oartfi«>o ai rmcNi* ai tfiri.l'
e^a9Wft#-Ej« pv i>^.lijif^ \a ile^XimjD ori^ no
.
A
\^tLam nl Js'lf:l»££02 lis^^aah '
zifduij *(o\ b«i/ftf l ^f» evi,tu4.Bc:fli03 aiii lo
^flrir fttiol lM»c;ii«bnoo lioi/o cr/ r*:e 09 t!:» «io& bdJ nol^tQrj^eaoo
XalofUJnt't flX c<!^fea4Wlo »rfi lo ac snXiioij&oR l^
fl ajax/isaji «ri^ lo sjjooe **ffT .sXtfJbaaoc bI m)i2.}ibno9
i)rtf' i llo^q viit. lo ^o£i»tiftai nriJ h^ttPiX ttitlStuX x,Xr*ij6u
shi vi/a o«? ^folt.eCQ oi^>l .totswoB .^noctra^iB^fi' eeor
• orL« 0 j.iv*" 11 n*^MS avuit do/rinf easnado *ic|am
i r-uo^t njt 99i*^<»ioofa bm dfatD'roni 9d3 lo
* 4'
tar toii'.Aj^nl flot^iin.*e£f r/> ?!nl<»arrnl od7 .bqow*oT9bnv
r • ' ‘,1
^ I
. .trtj^'wno \7i(5t t riotdw bodcfo'Ji
sv 1 Ja*?*- nacri^ 9r»: eac* ^rtJ»ofCol 9ttf nO
lo ea fu?olT'»<r^ tiifo!! a**i lo o.t8od^ auMlad
da •‘ttBi'f; ,04 aruit. bft? 4S*SX .05 aai/L
. .iOidi?oXr>i£/(» *10 1 aoo»» t ST# darid oaoitv^ lo Laoior^d
oifi dxioJKSdadb 9iid no ecjati oiJoirrjiT 9<ti It
8d.t' dacLJ bni/ol tiJ Xflw di ijnooan no 4^Bodd rid iw botac^Tioo
, «/ .H »xsaai'*i 90 W dnrKBadadfc s-t/^ lo rK» iaat/OD lb booa s loi ITJ
.3S bxia es ,T apu/foV .-^.JUniioooA lo, aolqionnj*’
* ^





woH" , ,C \'lie»w<ood? «otl n: tt.‘'T*BijXIl aidT (4)
iiXanoB «ril ,320 ^ .’3dX a^^tr XaiofUfii'4 a ^ofi od
.Xrutqmo^ aeoT?
Form 8A.
NORTH AJ^RICAN MTAT. COMPANY, CONDENSED BAT.ANCE
SHEET AS OF JUNE 30, 1923.
Assets
Plants, Contracts and Trade-marks
^Merchandise as per Inventory
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(From Stockwell, H. 0., ”How to Read a
Financial Statement", page 195, 1925,
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following changes have taken place:
The following assets have increased:
Plants, Contracts and Trade-marks
I'^erchandi se as per Inventory
Accounts and Notes Receivable





The following assets have decreased:
Cash ^ 748,315.80
Net Increase in Assets $ 436, 224. ^7
The following liabilities have increased:
Accounts Payable $ 309 , 655. 87
Net Increase in Assets ^ 436,224.97
Increase in Liabilities 509 , 635.87
$ 126,589.10
The increase in the liabilities, being less than the
increase in the assets, does not explain the additional
capital as all coming from creditors. In the abscence of more
detailed information the reasonable assum.ption would be that
this balance has come from ernings reinvested in the business.
The change in Surplus may be interpreted as follows:
$4, 799,426.16Surplus June 30, 1923
Add: Net Profits after cash
dividends, if any
Surplus June 30, 1924
Surplus reported as per Balance






It will be noticed that the Common Stock outstanding
has increased $4,000,000, and it may be assumed that this
accounts for the decrease in Surplus, a comjnon stock
dividend of $4,000,000 having been distributed.
Analyst
3
of detailed comparative statements . In order to
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statements the following illustration from the •’Journal of
Accountancy'* for November, 1925 is oresented The
statements shown in the example give the financial information
in the detailed manner that is necessary if a proper knowledge
of the state of affairs is to be had.
On the following page are shown (Exhibit A) the
comparative balance sheets as of December 31, 1923 and
December 31, 1924. The profit and loss statements for the
two years are shown on page 103, and Exhibit C on page 104
presents the cost of the goods solo and manufactured during
the two years.
The increases and decreases that have occurred in the
assets and liabilities, or in other words the sources and the
disposition of new funds are summarized in the statement below.
Statement of Application of Funds for year ended December, 1924.
Funds Provided:
Net Profits as oer Exhibit E $30,600
Add: Surplus Credits and Charges (net) 500
Depreciation (which decreases profits
without reducing funds provided
thereby) :
Machinery and Equipment 2,000
Buildings 10, 000
Total
By additional issue of bonds







To paym-ent of dividends




To increases in working capital and def.








( 1 ) Finney, H. A. and Baumann, H. P. , "Journal of Accountancy":
"Analysis of Statements", po. 371-383, November, 1925.
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Less Reserve for Bepr.
Book or Present Value
Machinery and Equipmen
Less Reserve for Bepr.


























$ 40,000 $ 25,000
74,000 32, OOO
3, 000 3,000
103, 000 71, 000 32,000
30,000 25, 000 5,000
18,000 13,000 5,000
135,000 110,000 25,000














12, 000 10,000 2,000
74,000 55,000 19,000
259,000 185, 000 74,000
300 200 100
$560,300 $444,200 $116, 100
$ 75,000 $ 50,000 $ 25,000
50,000 45,000 5,000
125,000 95, 000 30,000
,s 50,000 30, 000 20,000
250,000 200,000 50,000
135, 300 119,200 16, 100
385,000 319,200 66, 100
$560, 300 $444,200 $116, 100
TKA^ >?J ! t rjr:
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Gross Sales $862,000 ^828,000 $ 34,000
Returns and Allowances 12,000 8,000 4,000
Net Sales 850,000 820,000 30,000
Cost of Goods Sold (Sch.l) 595,000 557, 600 37,400
Gross Profit on Sales 255,000 262, 400 400*
Selling Expenses (3ch.2) 148,000 132, 000 16,000
Net Profit on Sales 107, 000 130, 400 23, 400*
General Exoenses (3ch.3) 76, 000 94, 250 18,250*
Net Profit on Operations1 31,000 . 36,150 5, 150*
Net financial Expense( Sch. 4) 400 250 150
Net Profit for the year 30, 600 35,900 "6“, 300 *
Surplus at beginning of yr. 119,200 95, 400 23, 800
Surplus Credits (Sch. 5) 1,200 850 350
Gross Surplus 151,000 132, 150 18,850
3urJ)lus Charges:
Miscellaneous Lo3ses(Sch. 6) 700 950 250
Eividends 15,000 12,000 3, 000
Total Surplus Charges 15, 700 12,950 27^
Surplus at end of year$135 j_300 $iW, :5oo
(Some of the sunporting schedules referred
to were not included in the illustration.
They require soace and do not add to the
analysis.
)
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Inventory beginning of year $ 25,000 $ 20,000 $ 5,000
Purchases 185, 000 177,000 8,000
To tal 210,000 197,000 13,000
Inventory end of year 30,000 25 .000 5,000
Materials Used 180,000 172,000 8,000
rirect T.abor 225, 000 213,000 12,000
Manufacturing Expense (Stnrt.l) 220,000 194,600 25,400
Total 625, 000 579, 600 45, 400
Goods in Process beginning of
year 13, 000 11, 000 2,000
Total 638,000 590, 600 47,400
Goods in Process end of year 18, 000 13,000 5,000
Remainder--Ccs t of Goods
Vanuf ac tured 620,000 577, 600 42, 400
Finished Goods beginning of
year 110,000 90,000 20,000
Total 730,000 667, 600 6^, 460
Finished Goods end of year 135,000 110,000 25,000
Remainder--Cos t of Goods
Sold $595,000 $557, 600 $37, 400
The Statem.ent of Application of Funds is supplemented
by the schedule on the next page which details the increases
which have been made in the concern’s working caoital.
The Statement of Apolication of Funds shows that new
funds were obtained by profits, before providing for
depreciation, to the amount of $43,100, and by the additional
issue of stocks and bonds to the amount of $70,000. In view
of the large portion of the nev/ funds that were spent in
increasing fixed assets, it may be assumed that the primary
purpose of issuing these additional securities was to provide
E.r-.T-";!!
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for expansion of ooerations. A.s set forth in the statement,
the nev;ly-acquired funds were applied to the paym.ent of
dividends, the increasing of fixed assets, and to a slight
increase in working capital. The additions to working capital
are explained in Schedule 1 below.
Schedule 1.
Showing Increases in Working Capital and Deferred





Cash 15,000 $ 40, 000 f? 25,000
Accounts Receivabl e(net) 103,000 71, 000 32, 000
Inventory 183,000 148, 000 35, 000
Total Current Assets 30''-, 000 259,000 42, 000
Current T.iabili ties
:
Accounts Payable 75, 000 50, 000 25, 000
Notes Payable 50, 000 45, 000 5,000
Total Current Liab. 125, 006 95, 000 30,000
Working Capital 176, 000 164
,
OOb"
Working Capital Ratio 2.4 to 1 2. 7 to 1
Increase in Working Capital 12, 000
Increase in Deferred Charges
Increase in Working Capital
100
and Deferred Charges 12, 100
The current oosition at the end of 1924 was not as
favorable as that at the end of the preceding year. Schedule
1 above shows that the ratio between the current assets and
current liabilities decreased from 2.7 to 1 to 2.4 to 1. The
analysis of the working capital may be furthered by an
examination of the relative liquidity of the current assets
on the two balance sheets. As it will be noted from the schedule
given on the next page, the short-term assets are shown to
be relatively less liquid on the balance sheet of December 31,
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1924 than on that of Decemher 31, 1923. At the end of 1923
the cash represented 15% of the current assets, and at the
Statement Showing Relative Liquidity of
Current Assets
Ratio Ratio
1924 to 1923 to
Total Total
Cash $ 15,000 '5
.
0% $ 40,600 15.4%
Accounts Receivable 103, 000 34.2 71, 000 27.4
Finished Goods 135, 000 44.8 110,000 42. 5
Goods in Process 18, 000 6.0 13, 000 5.0
Raw Material 30,000 10.0 25, 000 9.7
$301, 000 100 0% $259,000 100. 0%
close of 1924 it amounted to only 5% of those resources. Thus
the current assets not only failed to increase in the same
oroportion as did the current liatilities, hut also became
less liquid or current. The fall in the current ratio is
emphasized when the relationship between Cash and Accounts
Receivable (the most liquid assets) and the current payables
is examined for the two dates.


























The liabilities which are coming due within a short time
must be oaid from the current assets and the more liquid the
form in which these assets are the more easily will the
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comrjany be able to meet its obligations. Thus the
relationship between the cash and receivables, that is, the
"cash” assets, and the payables maturing shortly has an
important bearing upon financial condition, particularly
from the point of view of the current creditor. The
statem.ent given above expresses this relationship. It shows
that Cash and Receivables have increased only $7,000 while
the current debts have risen by $30,000, v/ith the result that
the ratio betv;een the two has dropped. As a rule, it is
required by bsuik credit men that this ratio be at least
1 to 1
.
The increase which has taken place in Accounts Receivable
is analysed in the following.
Accounts Receivable Collection Turnover
1924
Net Sales $850, 000
Accounts Receivable Gross 106,000
Ratio to Net Sales 12.47^









It is shown that the gross value of the accounts
increased $32,000 while the sales increased $30,000. Therefore,
the proportion of the outstanding accounts to Net Sales was
greater at the end of 1924 than it was at the close of 1923.
If it is assumed that the volume of business was evenly
distributed throughout the two years, the indication is that
(l)This relationship is known as the "acid test". See page ‘>’7.
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the company’s collection de-oartment was less efficient in
1924, and, deoending upon the sales terms, it may he assumed
that the outstanding accounts at the completion of that
year included either overdue account or accounts that were
uncollectible, or perhaps both.
The next step in the analysis is the investigation of
the increase in the stock of the finished goods on hand.
Finished Goods Turnover
1924 1923
Cost of Goods Sold
Finished Goods Inventory:
f595,000 ^55'5', 606'
Jainuary 1 110,000 90, 000







Times per annum (cost of
goods sold divided by
122,500 100, 000
average inventory)
Average numiber of days
required to sell average
inventory (365 divided by
4.85 5.58
times per year) 75 days 65 days
In 1923 the average inventory was turned 5 1/2 times, or
once every 65 days, and in 1924 it was sold 4 3/4 times, or
turned over every 75 days. Thus the concern did not exhibit as
good a merchandising ability in 1924 as in the preceding year.
It is hardly necessary to point out that the higher the
merchandising turnover the larger the orofits that are made
on operations.
By combining the finished goods turnover with that of
Accounts Receivable it may be seen how long a time is required
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Time Required for Conversion of Finished Goods into Cash
1924 1925
Lays required to sell goods 75 65
Lays required to collect accts. 46 33
Total time required 121 98
.4h examination of the ratio of current liabilities to
the purchases will aid in determining the debt-paying
ability during the second year as compared with that of the
first. The statement given here shows that the company did
Ratio of Current Liabilities to Purchases
1924 1923
Purchases $185,000 WPPTToqo






Notes Payable 50. 000 45,000
Total Current Liab. $125,000 $95, 000
Ratio to Purchases 67. 6% 53. 7^
not pay its bills as promptly during 1924, and this was
probably due in most part to the fact that its current assets
did not have the same relative liquidity asi they did in 1923.
Additional investments in fixed assets are justifiable
only to the extent that they aid in the profitable expansion
of operations. As set forth in the statement on the next page,
Buildings were increased 50^ and li^achinery and Equipment 32^,
but only 6% more labor and 5^ more materials were used. The
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a rise of 13^. The fact that the increase in the fixed
assets
Increases in Plant, Production and Goods Disposed Of.
Increase
1924 1923 Amount Percent
Buildings .119 5,000 |il30,000 if 65, 000 50%
Machinery and Eqpmt. 86,000 65,000 21,000 52
Materials Used 180,000 172,000 8,000 5
La"bor 225,000 213,000 12,000 6
Manufacturing Exp. 220,000 194, 600 25,400 13
Goods Produced 620,000 577, 600 42,400 7
Cost of Goods Sold 595,000 557, 600 37.400 6
did not result in the proportional extension of operations
that it should is Drought into sharper relief when it is
noted that only 1% more goods v/ere manufactured and hut ^/o
more sales were made in 1924. This is, of course, Dased
upon the assumption that the additional production facilities
were ready for use at the "beginning of that year.
The statement following compares the profit and loss
Statement of Profit and Lo33--with Percentage Analysis








Gross Sales iJO 1 uuu 101. 4Vi $828,660 100,98^ $34,000 4.11%
Returns 12,000 1.41 8, 000 .98 4,000 50.00
Net Sales
Cost of Goods
850, 000 100.00 820,000 100.00 30,000 3.60
Sold 595,000 70.00 557, 600 68.00 37,400 6.71
Gross Profit 255,000 30.00 262, 400 32.00 ' 7, 400"" 2.32
Selling Exp.
Net Profit on
148,000 17. 41 132,000 16.10 16,000 12.12
Sales 107,000 12. 59 130,400 15.90 23,400*17.94*
General Exp.
Net Prof i t on
76,000 8.94 94, 250 11.49 18,250*19. 36"^
Operati ons 31,000 3. 65 36, 150 4.41 5, 150*14.25*
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accounts for the two years. It shows that the net sales
were 3 2/2% higher in the econd year hut that the cost of the
goods sold increased almost 6 3/45^, and thus the gross
profits dropped hy practically 3^. An examination of the
selling expenses for the two years discloses that the company's
selling department expended 12.12% more money in 1924 in
making 3.665^ more sales. The result of the increase in the
selling expenses and the decrease in the gross profits was a
decline of almost ld% in the rate of profits realized on
the goods disposed of. The lessening in the profit on sales
is compensated to same extent hy the drop of 19.365^ in the
general expenses, hut it must he noted that although the
net sales showed a rise of $30,000 the net profits realized
on the operations dropped $5,000 or 14 1/4%. In view of the
additional stock that was issued, this fall in the profits is
of particular importance. There is no information at hand to
indicate when the $50,000 additional stock was issued, hut
if it is assumed that the issue was made at the beginning of
1924, the rate of profits earned on the investment of the
owners was, as shown hy the statement helow, only 3.4% in
1924 as compared with 12.2% in 1923.
Ratio of Net Profits to Stockholders' Investment
1924 1923
Capital at beginning of year
(assuming $50,000 additional
stock was issued at beginning
of 1924) $250,000 $200,000
Capital Stock
Surplus (Exhibit B) 119,200 95,400
Total Capital 369,200 295,400
Net Profits on Operations 31,000 36,150
Ratio to Capital a". 4% ”2.2% '
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The analysis of statements by noting the relationships
which exist between various items, and groups of items, is a
relatively new development. This method of interpretation is
used more by bank credit men than by other analysts, although
it may be employed with satisfactory results by prospective
merchandise creditors or investors, and especially by the
management of a concern.
The reader is not to infer from the inclusion of this
discussion of ratios as a part of the subject of comparative
analysis that ratio studies may only be used in the analysis
of comparative statements. They are effective in the
investigation of individual reports but their chief value
lies in the facility which they provide in observing the
career of a business.
Value of rati o studies . When a record is kept of the
changes in the proportions between different factors in the
financial condition of a company there is provided a means by
which the changes in financial position over past periods may
be quickly noted. Such a record is not only useful as a basis
for forecasting future success, but also is valuable in
pointing out those financial changes which have been
detrimental, and thus the management is enabled to take steps
to remedy these evils and to prevent their recurrence. Ratios














sl^iUOtiilm v&.'tc \ii fBOt ^ibbiu toid x4 ' ^torti b^eu
9r}^t>‘iqcor<i lU BliM9 K4 i‘w i>9XoTq^Q iscT- ^ i ’ .‘fj
>1
'
0/1“^ t Of* <Mi.fr hr,f, ,k*\QX9^v)ni to •^c4'ii>fi*ia ©ttiJbriJfiiloiom a;,
•i;
,
ifitw ltd noit’uioivt} 1 /^.* t«r’ini oi ifoK el 5i£T





^vili 't#^€tfnoD 10 .P.1 to Itj&o ^ eol^oi to noUfci/Oc lj> _
,
' ir'./tjtui ri x>f*iiu <i<f X*'^ •loci© 4i'<<^




':_- Ida nidftl liJO loflbtTl bnl Xo flo/40j^t4tfrvxii '‘'





nii.* to Jc7\^ f ' ;.TOD**T i» OfrifiT . e» ^ht lt o 11 ^ .tyXlO!
*
f»^J . nl. / ..•••^*IW :i> r*;fr»4l»-!( b/:.j TOoOtO 91^1 Cl fl&y4f<^rtOyi|v;
. i
XJ in# 7*^ A r I * to noiJii>0op. Irlon/sHit
',! •* f oc l"frtgjp>OArT fw.' t.^ iour* Xi.lonfinlt rtt o/Cf xfpixhit
Lic^. jR iiA lAi'iue*. xino .<ort cl fr .0iO4Of| x^ifolJOP S'^
£ii •) orXi* 4ca 3f»14«Addtal zo\
tiiyfui sfcodSI l-iiO j^fjllaioq






eoi.^A^ .<!>snoi-ri)0»T tiv/^4 laavotr &l eXtr#,
'
.r* to eliilOQ fpiorvatil - ni'Tjrxjs/niftfl al aff^AtfiCov oi?Xa
<• '
1*; • •
I-- * \ ^









different concerns, and in pointing out the advantages
which some organizations may have over others.
The various comparisons which may de made "between items
are classified as follows
1. The comoarison of one item, with
another on the dalance sheet--a3
the notes receivable with accounts
receivable.
2. The comparison of one item on one
balance sheet with the same item
on another balance sheet--as
inventory at the beginning of the
period with that at the end.
3. The comparison of one itemi with
another on the same profit ana
loss s tatement--as selling
expenses with sales.
4. The comparison of one item on
one profit and loss statem.ent
with the sarnie item on another
profit and loss statem.ent--as
the sales for two successive
years.
5. The comparison of information
shown on a comparative balance
sheet with that shov;n on a
relative com.parative profit and
loss statement- -as an increase
in inventory on the balance
sheet with an increase in sales
on the orofit and loss
statement.
Interpretation of ratios . It is to be understood that
the ratios which exist between the items on the financial
statement of a given company m.ust be interpreted in the
light of certain factors which influence their meanings.
The ratios which the statem.ent of a particular concern
in lAcKinsey, J. 0., "Bookkeeping and Accounting", page 78b,
1920, Southwestern Publishing Company.
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should show depends upon such factors as the nature of the
industry engaged in, seasonal variations in sales, and the
position of business on the cycle. Thus it is that the
proportions which are proper for one concern may not be so
for another in a different industry; or given ratios may
denote a good condition at one time of the year and a poor
state at another.
It is, of course, entirely beyond the range of this
work to attemot to discuss the ratios which may be accepted
as standards in any particular industry or group of industries,
but if the reader is interested in this phase of the subject
he is referred to J. H. Bliss’ "Financial and Operating
Ratios in Management" The second part of this book
contains, with explanations, tables of ratios, turnovers and
other statistics compiled from published reports of
representative companies in many industries. These statistics
afford standards to which reference may be made in order that
a company in any of these industries may compare its own
statistics and thus gauge its competitive position.
More significant rati os . There is an almost unlimited
number of ratios which may be compiled from financial
statements and a discussion of all of these is impossible.
Therefore, only the more significant ones will be dealt with.
These ratios m.ay be classified as follows:
1. Measures of financial
condi tion.
2. Measures of earnings.
( 1 j Bliss, J. H. , "Financial and Ooerating Ratios in
Management", 1923, The Ronald Press Company. The statistics
cover 1914 through 1921 for those companies whose reports it
was possible to ootain.
Vrit ^ o>’i n«W/W t^fkLp&^'b worla fclwoxia
?*xr/ mTfc .lelftE cl ecoIlui-THV ^i>noc#?9E r«l t'^scj^c® ^*5latfhfil
fitit t} Ji fti/riT, .^fcxo orfl no *!o npiiiBOci
.
•!
OB acf'lOK XM- jaisonoo »no lol iticotc *tc ilolxfw i;£ioiiToqo*rQ
XCjn eoJt;r«*r /io^l3|--7c : t.T.H'i^Jb£il Ic £ ni ’ifttil'orus lo'l







Bfril lo &ftcxftd ,0R*rif03 lo ,el It
u%lqe»Dr>a orf’ tfolfiw bc! 11**^ ' EEl/^'lb ol icmt^S&a oi ^^^av
to ^jt'OT^ 10 xilcjLtfant uritollijQf. abt/tfancla bp
or^ to sioprfo ef(» r.l bo3iioi«4nl tl 5Bo«i orfl 11 liJcf
y,r.ii M*iOQ*9 bits ts lonjB.n tK*" .H »t* ol boimldi ol .ori
nfoocf 8iffl lo i>i?ooo' »nT • S note^^wbM nl npUfs^
hup •i^.to.irvs .eollpt lo ,»noll*ft®X(?x3 Kilw ^enlalnoo
* lo t. *':04je*^ jbOfU ITdi/q moil i>»fl(rwon oollellBle iiiflio
ool^ell£it oooKT .ealHaLbal x<ii« BalnPCWOO ovll^ix«80ififti
4 pivi 'toi^io n» a4 ooa«~»ioi itoJrtw oi cltipbap^o hiollP
(IWO sli 6H*Cff*00 BalliBObni OBOjll lo XPP ^1 fi
(J
.noi-’t^oc;' 11 11 ''CmOO 8^1 BOftl Ottfi SO.llBlliilC
ua.flmjrnii l*or«/4. n» 8 1 oioJ^ - aoi^P^
'\
< , - £jtioru’(tll notl b«/lq«oo od dfitsim eoitf*i-,*lo lecffBiin
el Ic ’’tp Vo noiKU;o*lA i; btip b
.rfl'lir Mi»«o u fiMr c»no .oBoltlaiJlB •tom aal x.rno .eioloiortT
iBvvo^rol ®13 b!»n ii;*Pi9 otf X«b bo Up'' oesilT










“Ktl#/ iirr« iPioftrclH* ^ .H .t .aelTSTTn
•iniicmoO einfi'v->’l®XK>J5 btCT , "? nemd^^ixto
»
i%(n^oo foa/t* H9J lo^oa
,




3. Measures of activity,
or turnovers.
The ratios which are used to measure financial
be discussed in the following chapter, and tho
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MEA3URE3 OF FINANCIAL CONDITION
The ratios which come under this heading are:
1. Current Assets to Current Liabilities.
2. Merchandise to Receivables.
3. l«"et Worth to Debt.
4. Net 'Worth to Fixed Assets.
5. Net Worth and Funded Debt to
Fixed Assets.
6. Funded Debt to Fixed Assets.
7. Fixed Assets to Total Assets.
1 . Current Assets to Current Liabilities . The
relationship existing between these items is usually known as
the ’’current ratio", and is obtained by dividing the total
current assets by the total current liabilities. The result
of the computation--or the ratio--3hows how many dollars of
current assets are owned for each dollar of current debt. The
higher this ratio is the freer the current assets are from
claims, and, therefore, the more likely it is that creditors
will receive payment promptly and in full.
For many years this was the only ratio used in analysis
work, and was generally accepted as the sole test of
financial condition The standard for this ratio was
2 to 1, that is, two dollars of current assets must be owned
for every one dollar of current liability. This was based on
( 1 ) Munn, Gr. G. , "Bank Credit, principles and operating
procedure", page 116, 1925.
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the experience of credit raen that the current assets do not
shrink as much as fifty percent, even in a forced sale, and
so when the ratio was 2 to 1 the creditors had a good margin
of safety.
At the present time the current ratio which a concern
must show in order to be given bank credit is governed by
such factors as the saleability of its inventories, the
possibility of realizing on the fixed assets, v/hether
luxuries or necessities are dealt in, the stage of the
industry operated in--a retailer is not usually as good a
risk as a wholesaler, the age and experience of the concern,
the ability of its management and business conditions
A common mistake in the use of the current ratio i s an
over-emohasis of its importance. This may be avoided by
apolying other tests, in the form of ratios, in order to check
the current ratio shown on a statement. These other ratios
are to be discussed in the following sections.
Ratios may be expressed either as a phrase“-as 2 to 1--
,
(o')
or as a percen tage--as 200%. As Wal^ and huning ^ ’ state, the
percentage is easier to say, to write and to use in
computations. Eor example:
Current Assets Current Liabilities Phrase Percentage
^37, 350 $19,475 1 17/l9 to 1 191%
Acid test . This is customarily used in conjunction with
( 1) Lincoln, E. E. , "Applied Business Finance", page 349, 1923,
A. W. Shaw Company.
(2) Wall, Alexander, and Buning, R. W.
,
"Ratio Analysis of
Financial Statements", page 107, 1928, Harpers Brothers.
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the current ratio ana expresses the relationship between
cash plus receivables (the most liquid assets), and current
liabilities. It is required that the cash and receivables
equal the current liabilities, or that the ratio be 100%.
2. Merchandi se to Receivabl es . By dividing the total
inventory by the total of the accounts and notes receivables
a ratio is obtained which shows the relation between
merchandise, a cost item, and receivables, a selling price
item, which together form the major part of the total current
assets. To a certain extent the fluctuations in the current
ratio may be checked by the fluctuations in this ratio
because the sale of merchandise transfers inventory into
accounts receivables and thus adds to the asset side the
equivalent of the profit on the sale without necessarily
adding to the liability side.
This ratio also points out whether the receivables or
the me-^chandise form, the larger part of the current assets.
This aids the analyst in estimating the probable shrinkage in
current assets due to market fluctuations. The larger the
inventory that is carried the m.ore the current assets will
shrink if the orice level drops. The position of the business
cycle is, of course, the most imoortant factor in the
interpreting of the ratio.
3. Net Worth to Debt. A company normally uses both
owned and borrowed capital in the pursuit of its business
activities. Now, the higher the relation which borrowed
capital bears to owned capital the more likely it is that
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stringency. 'Wien a high relationship exists an important
withdrawal of the creditors' capital will probatly wreck the
business. A concern thus financed is said to "be "top heavy
with debt".
The ratio which expresses this relationship is computed
by dividing the net worth by the total debt, including
both current and fixed obligations. The higher this ratio is
the lighter is the pressure of debts and the further the
company is from being top heavy with debt. 'Wien this ratio is
watched from neriod to period it readily shows whether
expansion of the business is being based upon accumulated
earnings. The ratio is also useful in checking the fluctuations
in the current ratio. The latter may be raised by funding
current debts, but this practice is detected when a close
watch is kept of the worth-debt ratio.
4. Net Worth to Fixed Assets . The total assets of a
concern belong to its creditors and its owners. The owners'
share, or the net worth, is the creditors* margin of safety,
as the value of the assets may shrink the full amount of the
net worth before there is any impairment of the creditors'
interests. Now, in as much as tlie fixed assets suffer a
much higher percentage of shrinkage than do the current assets
in the event of a forced sale, it follows that the more of
this margin of safety that is invested in current assets the
less danger there is of the creditors not having their claims
settled in full.
This ratio, which is calculated by dividing the net worth
HTTn tangible assets are deducted from total assets in
determining net worth for this purpose.
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"by the fixed assets, tells how much of the owners' interest
is invested in fixea assets. The higher the ratio is the more
of the margin of safety is included in the current assets.
If this figure is observed throu^^out successive oeriods it
may be readily seen whether the tendency is for the
stockholders to supoly an increasing amount of working
capital. When this is the oractice the corooration is not apt
to be embarrassed in times of poor business, whereas if the
most of the working capital is supplied by creditors it is
probable that the organization will be hampered in its
operations because a concern's credit necessarily decreases
during times of business depression.
5 . Net Worth and Funded Debt to Fixed Assets . This is in
the nature of a supplementary ratio to the worth to debt one
discussed above. By dividing the total of the net worth and
funded debt by the fixed assets a ratio is obtained which
shows how much of the money contributed by the security
holders is left after the fixed assets have been supolied.
The ratio is useful in checking plant exoansion to see that




Funded Debt to Fixed Assets . This ratio is an
additional test for plant expansion and is computed by dividing
the funded debt by the fixed assets. When expansion is
financed by funded debts to such an extent that the
mortgages are a substantial percentage of the fixed assets,
more capital can only be obtained by additional stock issues,
or by assessments of stockholders. This ratio therefore
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measures the future possible borrowing power of the concern
by means of mortgage bonds. When the ratio which the funded
debt bears to the fixed assets is excessive there is the
danger that the debt will become a residuary claim on the
current assets, and so this matter has an importance to the
short-term creditor. This is true especially in a case where
the current ratio is low.
7. Fixed Assets to Total Assets . The relative state of
the liquidity of a concern’s capital may be noted by dividing
the fixed assets by the total assets. The proportion which
should exist between
by the conditions of
below the amounts of
various industries.
the two groups is governed in most part
the industry engaged in. There is shown




Department Stores 39.'3'85to 42.98^
Furniture Manufacturers 41.87 49.55
Knitting Mills--Hoisery 40. 12 44.19
Knitting Mills--Underwear 37.25 37. 77
Lumber Yards 41 .85 46.40




Tire Manufacturers 56. 56 58.94
Automobile 'Manufacturers 53. 78 50.97
Wholesale Dry Soods 11.33 15.02
Wholesale Srocers 23.20 23.17
Wholesale Hardware 16. 70 25.25
Showing amounts tied up in fixed assets in various
industries studied by Robert Morris Associates.
Percentages obtained by dividing fixed assets by total
assets.
(From Wall, Alexander and Ijuning, R. W.
,
’’Ratio
Analysis of Financial Statements”, page 29, 1928,
Harpers & Brothers.
)
It will be noticed that the proportion is relatively low
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in the case of trading companies which do not require
machinery, equipment, etc.

























MEA3URE3 OF EARNIN03 AlID OF ACTIVI'^Y
The ratios which may he used to measure earnings are:
1. Net Profit to Net Worth.
2. Net Profit to Sales.
3. Cross Profit to Sales.
4. Costs and Expenses to Sales.
5. Fixed Property Expenses to
Fixed Property Investment
and Sales.
6. Operating Profit to Sales.
7. Cost of Capital.
1. Net Profit to Net Worth . This is a measure of
earning oower from tlie point of view of the stockholders,
the ratio expressing the rate of orofits earned on their
investment. The operating and financial efficiency of the
management is evaluated hy this ratio, as the object of
the carrying on of the business is the making of profits.
The ratio shows how well that objective has been attained.
Table 2, which is given on the next page, shows the
average return earned on net worth in various lines of
businesses.
2. Net Prof i ts to Sales . This is a complementary ratio
to the above one, It measures profit on the basis of
turnover, or in other words, it measures the profitableness
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Table 2.
















Woolen and Worsted Goods































(From Sa’iers, E. A., "Accountants’ Handbook", page 323)
In the table given below are shown the profits earned on
sales in various industries.
Table 3.
Showing average return on sales in various industries.
Average percentage
earned on sales.
Industries with wide margin on sales:
Lead produc tion--average for 7 years
Petroleum oil produc tion--average for 7 years
Bituminous coal production " m 7 h
Anthracite coal production " " 8 "






Industries with narrow margin;
Slaughtering and meat packing
Leather manufacturing
Mail-order merchandising
Rubber and tire manufacturing
for 9 years 1.35^
"9 " 4.0
"9 " 4.8
" 9 " 6.7
(From Saliers, E. A., "Accountants’ Handbook,", page 326)
5. Gross Profit to Sales . The relation of gross earnings
to volume shows the results of merchandising management.
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and consequently it varies to a marked degree between
different industries The fact that it should be
approximately the same among concerns in the same industry
makes it a significant point in comoaring the statements of
different companies carrying on the same business.
4 . Costs and Expenses to Sal es . It is impossible to
discuss here the various ratios under this heading. T,et it
suffice to say that the relationship existing between each
important item, or groups of items, and sales should be
determined. All the costs and expenses must be considered in
relation to sales as it is from sales that these are to be
p aid.
These ratios are valuable in observing operating
efficiency from period to period, and also in comparing one
comoany with another. For example, the ratio which selling
expenses bear to sales expresses the amount of each dollar of
income received throu,gh sales which must be used to carry
on selling activities. A rise in this ratio shows at once
that these expenses are proportionately higher than they
former'^.y were, and that, as a result, orofits have declined.
Such a ratio, if comoared with that of a competing concern,
points out the relative operating efficiency of the two
companies.
5. Fixed Property Expenses to Fixed Proper ty Investment
and Sales . The ratios of fixed property expenses to fixed
TT] oal'i' ers, E. A., "Accountants’ Handbook", page 326, 1923,
The Ronald Press Company.
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property investment and sales measure the economy and
efficiency exhibited in the management and upkeep of the
fixed assets. The expenses of property are fixed in
nature and do not fluctuate with variations in volume, and
thus when they bear a low proportion to sales the concern is
in a favorable competitive position. 'When the ratio is high,
in relation to that shown by other comoanies, comoetitive
disadvantages are imposed upon the business. These
disadvantages are lasting in character and arise from
unwarranted plant expansion. If oftens happens that during
a boom period a concern is misled into believing that its
high volume of sales will continue indefinitely, and
accordingly it ados to its plant. When the period of
reaction comes the sales decrease but the fixed property
expenses do not.
The more business that can be done on a given property
investment the mere favorable is the relation which the
fixed expenses bear to sales. This is brought out by the
illustration given below.
of Increase Amount of Sales Fixed Expenses Unit Cost Total
in Volume or Volume including of Fixed Unit
Interest Burden Cost
Present $100,000 $10,000 10.0% 100%
5 105,000 10, 000 9.5 99.5
10 110,000 10,000 9.1 99.1
15 115,000 10,000 8. 7 98.1
20 120,000 10, 000 8.3 98.3
25 125,000 10, 000 8.0 98.0




"Financial and Operating Ratios in Management",
page 113.
)
IT] i^ese expenses include all those arising from the ownership
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6. 0 perating Prof 1 1 to Sales and Caoi tal Used in Operations .
These two ratios test the efficiency of the management in its
handling of the capital which is used to carry on operations,
and the degree of skill and efficiency with which the operations
are directed. The ratio of operating profits to sales chiefly
measures operating management, and that of operating profits
to capital used financial management.
7. Cost of Capi tal . The "cost” of caoi tal as used here
refers to the total earnings which a husiness must realize in
order to show a proper return on the capita"! used. The term
"cost” covers the full financial responsibilities of the company
and measures the amount which must be earned in order to care
for all interests costs and dividends requirements, together
with a satisfactory remainder of earnings to be left in the
business as surplus. Thus it is a means of determining the
cost, in the form of financial responsibilities, to the
business for the capital it uses.
This figure provides a standard by which operating results
may be evaluated. It shows the percentage of operating profits
which must be realized on capital employed in order to pay
for the use of that capital; and when it is computed in
relation to sales it shows the average percentage of operating
profits which must be made on sales to care for all
financial burdens.
The cost of borrowed capital is computed by
1. Determining the full costs and expenses
rrrrrf?^ j. H., "Financial and Operating Ratios in
Management", page 122, 1923, The Ronald Press Company.
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of torrowed money, including interest,
debt discount, expenses of securities
issues, etc.
2. Determining the fair competitive return
a business should earn on the
stockholders' total equity in the
company, and which would include all
dividend requirements, together with
the proper balance to the surplus
account.
3. The sum of these divided by the average
amount of capital em;ployed indicates
the average cost of such capital, that
is, the financial responsibility undertaken
by the company for the use of such
funds in the business.
Measures of activity
,
or turnovers . The important
activity ratios, or turnovers are;
>
. Turnover of Total Capital
2. Merchandise Turnover..
3. Sales to Accounts Receivable.
4. Sales to Fixed Assets.
5. Sales to Net Worth.
1 . Turnover of Total Capital . This turnover is
calculated by dividing the net annual sales figure by the
average am.ount of capital employed, and expresses the
relation of the volume of business done to the total
capital used. It is a general measure of the economy and
efficiency exercised in the use of capital, and includes
and summarizes the turnovers of accounts receivable,
inventories and plant investm.ent. The total capital
employed covers all the assets less any investments that
are not used in the business operations, as income
producing securities.
2. ^'erchandi se Turnover. The quotient which results
V,
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when the cost of sales is divided by the average merchandise
inventory carried on hand shows the number of times the
inventory is sold during the period, or, in other words, the
length of time required to disoose of the stock of goods. If
the rate of turnover is 6 times per year then it takes two
months to sell the average amount of goods on hand.
When the cost of sales figure is not available the sales
figure may be used in its p^ace. This does not give as
accurate a turnover figure but may be used to compare the
rate of turnover from period to period.
The higher the rate of turnover is the greater is the
merchandising capacity, and the more likely it is that the
goods on hand are fresh and saleable and have a high
liquidating value.
5. Sales to Accounts Receivable . The result obtained by
dividing the net annual sales by the total of trade accounts
and notes receivables expresses the relationship between the
volume of business aone and the outstanding receivables,
which are the uncollected sales of the period. The higher
this ratio is the m.ore nearly have all sales been collected
for, and, therefore, the more '-ike‘'y it is that the
receivables are fresh and collectible; the lower the ratio
is the poorer the quality of the receivables is like'^y to
be, which indicates poor collection methods, and therefore
poor management in general. It is well to point out that
although a hi^^ rate of turnover is generally favorable, an
unusually high rate shoula be viewed with suspicion, because













orft’ '5o 'i^aoTfCiJn eni ew9iit> %AeiJ. rfc’ :• X‘idit«» vfxi
t'4
fv^i .plucoir ni ,^o, v^to/toc^ iiat’ruL il xr.od^tx^ViXl
:: 'io o.’ htt'sXup^^ riti^mS.
ctrJ -AlFk* w*X •r^'c fv-tf ’ S ri_5fryom{;^ *rx3 s^t*? cff.^
-rS
. :TMa ac'^bnov *o .ii;i^<^ ^sLi /ffia oi iiajpom ...
>






,;i* svtj. .on y«»ct i.lsf' V c-t» ntl" b^Ji fti Uw
'*
















r^r^* £l >i .’^UfBqdis yaiolbiUit^ii^^m,




X'5 •'-• 9/i' ^jJ^J2S!2£3 £lBiSLjlSA Si ??l£^ ^
V’f
sSjic -yo 't /*far 1> 8d.‘8 r4M?.if)J» ti^a 8it^ sn.tbivlb
"
~ p cil'Aao *<1.^ *« ' r. «Ttl9 0>** -spi^oia ^bfii.r.








4^ r i • .'^ a-fce '':C .b/t*
Cit* ;-r<''!j-f'*^/ ^4)^^ '-HP a"*
0«J s.rit*j(i f cl Ij9j^#vt*n&n r- \c Kawp a*!* 'ra'jooa r'lV^ eI
J
8r..- 1'%'^t r.t anh? :;- •* fa 7 ti-'OQ ^ioin.* ,^4
.W snj< r ai fii <r? . ai i’ ^qpq
,





=»»“ i,r.ns»<f *iipl;c)'l:<i8ca fl#,iw pq ^/ Uarta '-1 «*t cijjJxi xf
* •«






In computing this ratio the credit terms upon which
the sales were maae must he considered. If goods are sold on
30 days time then the turnover of accounts receivatle should
be no lower than 12 times per year, or to express it
differently, no m.ore than l/l2th of the annual sales should
be represented by accounts receivable in any one month.
This does not hold in the case of a business where the
largest part of the sales are made during certain seasons
of the year.
4 . Sales to Fixed Assets . The ratio of sales to fixed
assets is determined by dividing the nd: annual sales by the
total fixed assets. This ratio shows the sales productivity
of the fixed assets in that it expresses the relation of
sales to the money tied up in fabricating or non-current
assets. The investm.ent of capital in fixed assets is made
for the purpose of proaucing or traaing. The justification
for this investment lies in the securing of a sales volume
that is prooor ti onate to the capital represented by these
assets. The higher the volume of sales is in relation to the
investment the m.ore justifiable and profitable is the
investment.
The ratio is also looked uoon as expressing the rate of
turnover of the oermanent assets, that is, as showing how
many times the amount of the investment has teen realized
from sales.
5 » 3al es to Uet Worth . This ratio, v/hich reflects the
sales activity of the owners’ investment, is comouted by
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dividing the net annual sales hy the net worth.
Capital is invested in a business in the hope of a
substantial return, and the probability of this return being
made rests largely upon a reasonable activity of the
investment. This activity is m.easured by the ratio. An
increasing relation, from period to oeriod, of sales to net
worth signifies that the invested funds are being m.ore
actively and nrobably more orofitably emoloyed, unless the
relation rises to such a height as to indicate "overtrading"
It is important to note that an upward trend may mean that
the concern is striving for volume irrespective of profits;
and also that an increase in this ratio m.ay be due to a
decline in net worth instead of a profitable increase in
sales
.
( i) "Overtrading" is said to exist when a company is trying
to finance a voTum.e of business that is too great in comparison
1 0 own ed c ap i tal
.
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THE USE OF RATIOS IN DETERMINING CREDIT RISK
The subject matter of this chapter, with the exception
of the discussion of the Index Number method, has been taken
in its entirety from Wall's and Duning’s "Ratio Analysis of
Financial Statements" in which ratio studies are
fairly exhaustively treated from the point of view of the
bank credit m.an. The information is presented here not to
stress particularly the use of ratio studies by bankers, but
rather because it so well illustrates how ratio studies miay
be utilized in the analysis of financial statements.
Ratios significant to credi
t
men. In their work with
the Robert Morris Associates the authors of the above named
book state that they have found by experience that the ratios
listed below are the ones m.ost deserving of consideration in
the analysing of statements. The ratios which express
relationships existing between item.s on the balance sheet
are classified as "static" ratios, as they reflect conditions
at a certain time; and those existing betv/een sales and
some other item are called "dynamic" ratios, because they
reflect energy, effectiveness of action, or power.
Static Ratios:
1. Current Assets to Current Liabilities.
2. Worth to Fixed Assets.
3. Worth to Debt.
4. Merchandise to Receivables.
Tl) Wall, Alexander and Duning, R. W.
,
"Ratio Analysis of
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Dynairiic Ratios:
1. Sales to Receivables.
2. Sales to I'erchandise.
3. Sales to Fixed Assets.
4. Sales to Worth.
Relative values of ratios . These above ratios are given









The merchandise-receivables ratio is not included in
the above table as its interpretation depends upon the phase
of the business cycle which industry is going through--a
high ratio being favorable during an upward swing of
business activity, and unfavorable when the price level is
declining. The ratio requires a close observance by the
analyst and should be interpreted by itself rather than in
conjunction with the others.
The values assigned are not to be understood as being
invariable, the authors declaring that the analyst may assign
such values as he sees fit, but that they have found by
experience that these values are generally proper ones to
give to the various ratios.
Combining of ratios into one comoosi te ratio . After these
above ratios have been assigned their relative values the
next step is the combining of them into one single ratio that
will reflect as a whole the rise or fa^l in these ratios, and
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thus, in combination, the fluctuations in the company’s
fortunes. The table given below shows the method by which







Current Ratio 25!;^ 20 0‘^ 220% llOio 2l. 50
Worth-Fixed 15 250 220 88 13. 20
Worth-Debt 25 150 160 106 26. 50
Sales-Receivables 10 600 500 83 8.30
Sales-Merchandi se 10 800 600 75 7. 50
Sales-Fixed 10 400 400 100 10.00
Sales-Viorth 5 300 240 80 4.00
Index Total Value 100% 9 7.00
Index below par 3.00
(From Wall, Alexander and Duning, R. w.
,
"Ratio Analysis of Financial Statements"
,
p. 161)
In the first number column, reading from the left,
appears the weights assigned to the various ratios. In the next
are shown the base ratios which are the ratios considered
normal in the industry in which the particular com^pany
is operating. After these are given the ratios of the company
under analysis, and in the next column, labeled "Relations",
appear the relations which the company’s ratios bear to those
which are typical of the industry. For exam.ple, the normal
current ratio in the industry is 200%, and the company’s
current ratio is 220%. Therefore, the relation v;hich the
com.pany’s ratio bears to the base ratio is 110%. In the last
column, "Values", are shown the adjusted values of the
company’s ratios, these values being determined by the
percentages appearing in the column giving the relations. In
the case of the current ratio, for example, the primary
weight of 2b%> is raised by 10%, in as much as the concern’s
nr For method of comouting industry ratios see Wall, Alexander
and buningi R. W.
,
"Ratio Analysis uf ^’inotiiCial otettemciats"
.
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current position is lOio "better than that of the industry as
a whole. The worth-fixed ratio shown "by the company is "but
66% of the base ratio, and, therefore, the primary weight of
15% must be lessened by 12%.
After the weights are adjusted they are totaled (last
column, ’’"Value”) and the variation of the index from par is
deterniined. It will be noticed that in this case the index
is 3% below par.
Specimen analysi s by use of rati os . The application of
the above principles in the analysis of statements is shown
in the illustration which follows
There are given on the next oage the statemients of two
mythical companies. Every twist in the figures is founa in
practice, some being very coram.on.
Both of these concerns are in the same business and
situated in the same city. They are, therefore, under the
sam.e economic strains.
The analyst is given the concerns’ balance sheets and
sales figures covering a five-year period. There are no
industry figures compiled with which the concerns’ ratios
m,ay be compared, and thus it is necessary to resort to an
internal analysis. In order to secure a base against which to
mieasure the companies, the statements for the five years are
added together to obtain a combined period statement. These
combined figures are shown in the column headed ”A & B Joint
Period”
.
(l)This illustration is from Wall, Alexander and Buning, R. W.
,
’’Ratio Analysis of Financial Statements”, pp. 187-205, 1926,
Harpers ut Brotners.
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1st. 2nd. 3rd. 4th. 5th. A & B
I terns year year year year year Joint Period
Cash 4,339 6,0 78 6,054 7, 169 6,930 7e,
Rec eivatles 41, 779 49,096 51,580 60,477 55,966 755, 120
Inventory 47. 735 59,880 57,529 55, 640 50,228 726, 100
Total Current 93,853 115, 054 115, 163 123, 30- 113, 124 1, 560,081
Total Fixed 81,837 81,016 92, 151 94, 549 88,919 1,031,095
Total 175, 690 19670^0 207, 314 21’>i855 202, 043 2, 591, I'J'e
Payatles 46,856 55, 331 50, 626 53, 483 51, 238 736, 104
Taxes 2, 431 4, 561 6, 318 4. 243 34, 227
Total Current 46,856 57, 762 55, 187 59,801 55. 481 ^^0, 33l
Funded 29,867 23,920 19, 176 12, 526 5, 556 464, 525
Total Debt 76, 723 81, 662 74, 363 72, 327 61, 037 1, 234,856
Net Worth 98,9^7 114, 388 132, 951 145,528 141, 006 1, 356, 320
Total 175, 690 196, 070 207, 314 217,855 202, 043 2, 591 , lie
Sales 225.024 279, 772 309,934 314,452 295, 225 3, 800, '>43
Company B
Cash 5, 301 8,917 10, 169 11,467 12, 417 78.861
Receivatles 79,956 100,607 103, 121 106,448 106,090 755, 120
Inventory 43, 460 71,017 94. 833 121,084 124, 694 726, 100
Total Currentl28, 717 180, 541 208, 123 238,999 243, 201 1, 560, 061
Total Fixed 81, 639 84,844 95, 441 133,211 192, 488 1, 031, 095
Total 210, 356 265, 385 303, 564 377, 210 435, 689 2, 591, 176
Payatl es 64,264 88, 665 99,872 111, 880 113, 889 736, 104
Taxes 3, 158 3. 158 5, 696 4, 662 34,227
Total Current; 64,264 91, 823 103, 030 117, 576 118, 551 7 '>0 , 3^
Funaed 39,126 47, 424 66,055 97, 358 123, 517 464, 525
Total Debt 103,390 139,247 169,085 214,934 242, 068 1,234,856
Net Worth 106,9^6 126, 138 1 34 , 4 79 162,276 193, 621 1 , 356, 320
Total 210, 356 265, 385 303, 564 377,210 435, 689 2, 591, 176
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1st. 2nd. 3rd. 4th. 5 th. A & B
I terns year year year year year Joint Period
Cash 2.47 3. 10 2.92 3. 30 3^3 3ToI
Receivables 23.78 25.04 24.88 27. 76 27. 70 29.15
Inventory 27. 17 30.54 27. 75 25. 54 24.86 28.02
Total Current 53.42 58 . 63 55.55 56. 60 55.99 60.21
Total Fixed 46.58 41.32 44.45 43.40 44.01 39. 79
Total 100.00 100.00 100.00 100.00 100.00 100.00
Payables 26. 67 28.22 24.42 24. 55 25.36 28.41
Taxes 1.24 2.20 2.90 2. 10 1.32
Total Current 26.67 29.46 26. 62 27.45 27.46 29. 73
Funded 17.00 12.20 9.25 5. 75 2. 75 17.93
Total Lebt 43. 67 41. 66 35.87 33.20 30.21 47.6^
Net Worth 56. 33 5b. 34 64.13 66. 80 69. 79 52.34
Total 100.00 100.00 100.00 100.00 100.00 100.00
Sales 128.08 142. 69 149.50 144. 34 146. 12 146. 68
Ratios
Current 200 199 209 206 204 202
Vdse. -Rec
.
114 121 111 92 89 96
Worth-Fixed 121 141 144 154 158 131
Worth-Bebt 129 140 179 201 231 110
3ales-Rec. 538 569 601 520 527 503
Sales-Mdse. 471 467 539 565 588 523
Sales-Fixed 275 345 336 332 332 367
Sales-Worth 227 244 233 216 209 280
Index
Wt. Rel. Val. Rel . Val. Rel . Val
.
Rel . Val. Rel . Val.
Current 25 99 24.75 98 24.50 104 26.00 102 25.50 101 25.25
Mdse-Rec
.
116 121 114 96 92
Worth-Fixed 15 92 13.80 107 16.05 109 16. 35 115 17. 25 117 17.55
Worth-Debt 25 115 28.75 121 30.25 139 34. 75 146 36. 50 153 38.25
Sales-Rec 10 107 10.70 112 11.20 117 11.70 103 10.30 105 10.50
Sales-Mdse. 10 90 9.00 89 8.90 103 10.30 108 10.80 111 11.10
Sales-Fixed 10 75 7.50 94 9.40 91 9.10 90 9.00 90 9.00
Sales-Worth 5 81 4.05 87 4.35 83 4.15 77 3.85 74 3. 70





1st. 2nd. 3rd. 4 th. 5 th. A & B
I terns year year year year year Joint Period
Cash 2.5? 3. 36 3. 35 3.04 2.85 3.04
Receivables 38.01 37.91 33.97 28.22 24. 35 29.15
Inventory 20.66 26. 76 31.24 32. 10 28. 62 28.02
Total Current 61.19 68.03 68.56 63. 36 55.82 60.21
Total Fixed 38.81 31.97 31.44 36. 64 44.18 39.79
Total 100.00 100.00 100.00 100.00 100.00 100.00
Payables 30. &5 33.41 32.90 29. 66 26. 14 28.41
Taxes 1.19 1.04 1. 51 1.07 1.32
Total Current 30.55 34. 60 33.94 31.17 27.21 29. 73
Funded 18. 60 17. 8T 21. 76 25.81 28.35 17.93
Total Lebt 49.15 52.47 55.70 56. 98 55.56 4'^. 66
Net Vi'orth 50.85 47.53 44.30 43.02 44.44 52. 34
Total 100.00 100.00 100.00 100.00 100.00 lOO'.OO
Sales 166. 34 161.81 167. 67 151.80 118.30 146. 66
Ratios
Current 200 196 202 203 205 202
Mdse-Rec. 54 70 92 113 117 96
Worth-Fixed 131 148 141 118 100 131
Worth-Bebt 102 90 79 76 80 110
Sa"* es-Hec. 438 427 493 538 485 503
Sales-Ydse. 804 604 536 473 413 523
Sal es-Fixed 429 506 533 414 267 367
Sal es -Worth 327 340 378 353 266 280
Index
Wt. Rel . Val. Rel . Val. Rel. Val. Rel. Val. Rel. Val.
Current 25 99 24. 75 97 24 . 25 100 25.00 100 25.00 102 25.50
Mdse-Rec
.
56 73 96 115 118
Worth-Fixedl5 100 15.00 113 16.95 107 16.05 90 13. 50 76 11.40
Worth-Debt 25 92 23.00 81 20.25 71 17. 75 69 17.25 72 18.00
Sales-Rec. 10 87 8. 70 84 8.40 98 9.30 107 10.70 96 9.60
Sa"! es-Mdse 10 135 13. 50 114 11.40 103 10.30 90 9.00 79 7.90
Sales-FixedlO 115 11. 50 128 12.80 131 13. 10 112 11.20 72 7.20
Sales -Worth 5 115 5. 75 118 5.90 126 6.30 121 6.05 95 4. 75































The first step in the examination is to reduce the two
statements to a common size in order to facilitate their
comoarison. This is accomolished by dividing the total
footings of each column by each item in the column, the
result showing the percentage that each item is of the total.
These statements are also called ”100^ statements”, as the
total footings are considered as \0Q%,
Under the 100^ statement for Company A are given the
ratios for the concern over the five year period. After these
is the index which shows the relations of each of the company’s
ratios to the base or period ratio, and the weights
adjusted in accordance with those relations. The same
procedure is followed with Company B's statements. The
statements for Comoany A are on page 137, and those for
Company B on page 138.
Analysis . The dollar figures for Company A show an
increase in net worth of $42,039 or 42^, and an increase in
sales of $70,201 or 31%. Company B’s net worth increased
$86,655 or and its sales, $165,514 or A casual
reading of the two statements would give the imoression that
Company B possessed a greater earning power and experienced
less difficulty in securing a market and in expanding. That
this is not the case is proven when the financial changes of
the two concerns are examined more thoroughly. There follows
a discussion of each of the ratios listed under the 100%
statements.
Curr en t Ratio . The current positions of the two
enterprises over the period under investigation are set forth
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in the table below. As it is shown, B has a slightly higher
current ratio at the end of the oeriod. This shows that this
Current Ratio
*Ba3e or ’seriod ratio 202^
C ompany A Company B
Year Ratio F^elation to
"^Peri od
Rati 0 Relation to
’^Period
1 200v^ 99/0 200/0 99^
2 199 93 196 97
3 209 104 202 100
4 20 6 102 203 100
5 204 101 205 102
organization has a better credit position than Company A
possesses, especially in view of the fact that the former
increased its net worth and sales more than did A. The trend
of the current ratios is
charted in the accompanying
figure.
Worth to Debt . This ratio
is considered to be second in
importance to the current ratio
and thus is the next to be
discussed. As it will be noted
from the table. Company A
started the oeriod with ^129.
of net worth for each $100 of
debt and at the end of the period it had increased its owned
capital to $231. This increase of $102 in net worth indicates
conservation of earnings and the application of owned capital
to the needs of the business.
The record of Company B is not so commendable as that of










Co. A Co. B
Chart 1. Current Ratio
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Company A Company B
Year Rati 0 Relation to
* Period
Rati 0 Relation to
** Period
1 129% 115% 1025^ 92%
2 140 121 90 81
3 179 139 79 71
4 201 146 76 69
5 231 153 80 72
* Base ratio 110^
Company A. Luring the period the former organization has
relied more and more upon borrowed caoital to carry on the
business. Tt suffered a decline of $22 of net worth per each
$100 of debt, and at the end of the period it creditors are
contributing $20 per hundred more of capital than are the
owners. Company A has secured a better control of the capital
used in the business but B has lost in this regard, and is
top heavy with debt. Upon reference to the 100% statements
for the last year it will be seen that Company B has a debt
of 55.56% of the total, whereas Company A has only 30.21%.
The disparity between the movements of this and the
current ratio is found when the funding operations are traced.
A started with a debt of 17% of
total and reduced this to 2.75%,
but B followed an opposite
course. That organization
began the oeriod with a funded
debt of 18.60% of the total and
ended with a funded debt of 28.35%.
Company A hag $88,919 invested in
fixed assets with less than a
^ ^ T. V 4. mortgage on them. These fixedChart 2. Worth to Debt
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assets provide a emergency reserve as the concern could
obtain a substantial advance by means of funding operations,
that is, by borrowing on a mortgage. If it is considered safe
to raise 509o of the fixed assets by giving a mortgage. Company
A could obtain $40,000, and this amount would care for 10%
of its current debts. This means of raising capital is not
available to Company B, as that organization has already
mortgaged its property $27,000 above the 50% point. This high
mortgage has also the undesirable feature of possibly
becoming a residuary general claim, in the case of liquidation,
as the oroceeds from the sale of these assets m^ay be
insufficient to satisfy the mortgage holders.
That an increase in the current ratio is not in itself
an indication of improvement in financial condition is
readily apparent from the foregoing.
The chart given on the preceding page shows that there
was no similarity between the movements of the worth to debt
ratios of the two concerns during the five year period, and
it also clearly evidences the top heavy debt position of
Company B.
Worth to Fixed and Sales to Fixed . The two enterprises
are manufacturers, and, therefore, require substantial
investments in plants and other fixed assets. The manner in
which these assets are financed and the extent to which the
investments are justified are factors that are closely related
and should be considered together.
The extent to which the financing was carried on with
the owners’ capital is measured by the ratio of net worth to
oXwort’ «.// ^la .z o^^'^oiq. e^^eaa
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fixed assets. Tne table shows that the ratio for Comoany A
rose but that Company B’s ratio dropped. A was conservative
Worth to Fixed




Rati 0 Re'’atlon to
*Peri od
1 12lyc 92^4; lZV,o
2 141 107 148 113
3 144 109 141 107
4 154 115 113 90
5 153 117 100 76
*Base ratio 131^
in plant expansion, reduced its funded debt, suid at the end
of the period owned its fixed assets almost entirely. On its
100^ statement A’ s fixed assets declined from 46.53^ to
44. 01^^, and this shows conclusively that there was no
overexpansion on the part of that organization.
Company B was not conservative. The increase in its
fixed assets was accompanied by heavy funding operations and
a drop in the relation of owned capital to the fixed assets.
The 100^ statement of the concern sets forth an increase in
fixed assets of from, 33.31^<» to 44.13^. The greater proportion
of capital invested in capital assets which are financed to
a lesser degree with tiie owners’ money again emphasizes the
lack of reserve strength that could be found in them in a
crisis.
In view of the expansion undertaken by B it is especially
desirable to check the productivity of the fixed assets.
The ratios are given in the table below.
Company B turned to heavy plant expansion during the
last two years. Prior to that it showed a high plant yield
y"^
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Co. A Co. h
Chart 3. Worth to i’ixed
heavier fixed charges, wh
and this established a high
period relation. The relation
A ’
3
ratio was below oarity
but was never so low as was B'
for the last year. The latter
concern did not secure an
increase in sales that was
proportional to the plant
expansion, and thus its fixed
assets became less productive.
The expansion resulted in








Rati 0 Relati on
*Peri od
1 275% 75^^ 429% 115%
2 345 94 506 128
3 336 91 533 131
4 332 90 414 112
5 332 90 267 72
*Base ratio 3675<»
addi tion to its expenses of doing business.
To sum up briefly, these ratios
reflect productive and
conservative management on the
part of Company A, and
unproductive expansion by the
other concern.
Sales to Merchandise. The
merchandising ability of a
Co. A Co. B
Year 2 3 4 5
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140



















Chart 4. Sales to Fixed
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company plays an important part in the success or failure of
the enterorise. The comoarison of the merchandising activities
of the two organizations shows that Company B started the
Sales to Merchandise




Rati 0 Relation to
*Peri od
1 4 71:^ 90;^ 804S 135"/o
2 467 89 604 114
3 539 103 536 103






period with a high ratio "but
other hand, began with a low
















Co. A Co. B---
Chart 5. Sales to Mdse.
To put it differently, the
ended belov; parity. A, on the
ratio ana succeeded in raising
it. Thus it is indicated that
Company B’s merchandising
ability is steadily decreasing,
while that of Company A is
ri sing.
Sal es to Receivables .
Merchandising and manufacturing
companies are in business to
sell goods, and not to finance
other concerns. This ratio
the financing habit,




a company allows its capital to be used
Company A was always above parity and in but one year
exhibited better collection ability than did B. In that
fourth year, which was 1920, there was a general collapse of
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3 ale 3 in relation to inventory, and Company 1>, because of
its own precarious debt position, had to press its customers
Sales to "Receivables
Comoany A Company B
Year




1 538^'^ 10 7% 438% 87%
2 569 112 427 84
3 601 T17 493 98






for payment. Company A, being in a much stronger debt
position, was able to give financial aid in addition to
merchandising service. Thus it was in a better coraoetitive
oosition and by slackening its
credit terms kept its market
the following year. This is
borne out by the 100^ statements
which show that Company B’s
sales for the fifth year
sharply declined, whereas those
of Comoany A increased slightly.
Sal es to Worth . This ratio
is not considered to be of
significance for the purposes of such an analysis as this but
is listed in tabular form for the sake of comoleteness. In
this instance Comoany B has the advantage but, as i t was
indicated above, the ratio is only of secondary imoortance.
The table and chart of this ratio are sho'OTi on the














Co. A Co. B---
Chart 6. Sales to Rec.
following page.
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Rati 0 Relation to
Peri od
Rati 0 Relation to
* Period
1 227><; 81% 3^ 115%
2 244 87 340 118
3 233 83 378 126
4 216 77 353 121
5 209 74 255 95
base ratio 280%












Co. A Co. E---
Chart 7. Sales to Worth
of merely the current ratio
would lead the superficial
analyst to the conclusion that
hoth concerns had had the same
experience and were of equal
credit strength. This is shown
to he incorrect when a thorough
ratio analysis is made.
The index figures for the
two concerns over the five
years relate the above indicators and show the trend as a






















In order to emphasize the greater credit security of
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Co. A Current Ratio —
Index
Co. B Current Ratio —
Index ===
Chart 6.
Current Ratio ana Index
.charted together.
As the reader will
agree, there is no question
that the analysis proves
that Company A improved
substantially during the
period and that Company B
lost ground.
Index number method of ratio studies . In an article
appearing in "Management and Administration” for
August, 1924 Steohen Gilman suggests this method for
watching financial changes as shown by successive balance
sheets. His method is to use each item on the first of the
series of statements as a base, that is, to designate it
100^, and divide the corresponding items on the successive
statements into the first item. For examole:
Dec. 31 Dec. 31 Dec. 31 Dec. 31 Dec. 31
Assets 1919 1920 1921 1922 1923
Accts. Rec.$88,193 |l38, 725 i63, 23l' |87,231 |95, 799
Index Number 100^ 1575^ 725b 99% 109%
(l) Oilman, Stephen, "Management and Administration”: "A
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The advantages claimed for it are that:
1. It presents facts comoaratively.
2. It shows trends vividly.
3. It is possible to visualize
several trends at once--that
is, it gives a bird's-eye
view of the situation.
4. The figures are easy to
interpret.
5. Less highly-trained employees
are needed to make the
computations.
It is maintained that this method of Cxilman's is
objectionable because: (a) it leaves to the reader the task
of picking out the more significant trends, (b) it is merely
variations from the dollar figures, and not trends that are
shown, (c) it is of no value in the coraoaring of different
companies, and (d) it is implied to some extent that the
first or basic series represent normal or ideal conditions.
The method is not an important one and the writer of
this thesis does not believe that it warrants any further
consideration. It was briefly outlined here in order to
make a complete presentation of the subject of ratios.
Tri ^evenson, 3. B., "Management and Administration":
"Financial Statement Analysis", page 224, March, 1925.
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It is proposed in this chapter to sum up "briefly the
foregoing material in order to emphasize to the reader those
points of the 3u"bject which are of major importance.
Importance of analytical knowledge . As it has "been
heretofore indicated, financial statements may "be looked
upon as charts or maos of a "business, in that they show the
route which an enterprise is following in its carreer, and
indicate the results of the organization’s activities "by
pointing out the strong and weak places in the "business
edifice. The reader will agree with the assertion that it is
incum"bent upon the nian of "business, whether he "be in the role
of manager, competitor, creditor or investor, to "be able to
determine the direction in which an enterprise is heading and
its relative strength at a given time.
It is true that an examination of the financial report
is not essential to a knowledge of whether a company is
progressing or is on the "toboggan'', but, nevertheless, this
information can not be obtained definitely and accurately
without the aid of statem.ents. And definite, accurate
knowledge is just as important in the science of business as
it is in any other science. This is especially true in
modern industry in which large-scale organizations play so
important a part. These concerns are so great in size that a
knowledge of the state of affairs can be obtained only from
an exhibit that presents a condensed picture of the financial
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financial stateirents to do just that.
To the person who is girdini? his loins either in
preparation for entering business, or as a means of better
fitting himself to hold his own at the scene of commercial
hostilities, the value of the subject is so obvious that it
is not necessary to discuss it at any length. Let it suffice
to say that the student of business administration can
hardly hope to attain a comprehensive knowledge of that
field if he does not understand a report that disc‘'oses a
concern’s financial progress and condition.
Functions and relati ons of statements . An intelligent
analysis and interpretation of statements necessarily rests
uoon a clear understanding of their significance, and of the
relationship which exists between them.
'Tie balance sheet sets forth the assets in the
possession of the concern and the form of these assets; and
also tells how much of these assets are owned by creditors
and how much belong to the owners. As the company carries on
its business activities from day to day its assets, liabilities
and net worth are constantly changing form, and either
increasing or decreasing in value. For exam.ole, profitable
sales convert inventory, a cost item, into receivables, which
include both cost and profit, v/ith the result that the assets
and net worth rise in value. Decreases also result from daily
operations, as, for instance, buildings and ether such assets
depreciate. Again, the buying activities tend to raise the
liabilities and, as the coraoany collects its accounts and
pays its creditors, the obligations diminish. And so, the
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and net worth at a given date, and must he revised from
time to time in order that the financial condition may he
accurately expressed.
The basis for this revision is the profit and loss
statement, which summarizes the results of the transactions
carried on, and thus explains the increases and decreases
in the various sections of the balance sheet. The incom.e
statement is therefore a necessary complem.ent to the balance
sheet ana the two must be considered together if they are to
be utilized to the best advantage.
Asset valuation bases . The determining of the bases
upon which the assets are valued is one of the m.ost important,
if not the most important, phases of an investigation of
financial condition. It is hardly necessary to point out
that the interests of the creditors and ov/ners, being
reoresented by the assets, are truthfully stated only to
the extent that the assets values are fairly represented,
and an over or under valuation of assets necessarily distorts
these interests. If, for example, the properties are shown
at inflated values the equity of the owners and the
/
creditors' margin of safety is overstated. Obviously, the
effect is detrim.ental to all concerned, and is especially so
in the case of prospective creditors and investors, as they
can not gauge accurately the risk to be undertaken by giving
their capital into the care of the corporation.
It is to be remembered that assets in general are to be
carried at their cost prices and that adequate allowances
m*ust be made for depreciation and other such decreases in
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value. From the more conservative point of view, intangible
assets are properly listed only when they have been actually
bou^t and paid for, and even then should be written off
over a number of periods. When intangibles, or for that
matter any assets, are set up at arbitrary or inflated
values the good faith of the management in its presentation
of financial condition is to be questioned.
At its best the balance sheet represents only estim.ates.
As an illustration, the allowances made for depreciation
can only be estimated, ana it can not be known to a
certainty that all of the apparently good accounts receivable
will be collected in full. If these estimates are to be
made as accurately as possible the bases usea must be
sound ones.
Liability section . The financial condition of a concern
may be said to be strong or weak in direct orooortion to the
percentage of its assets that belong to the creditors. Its
balance sheet must include a comprehensive list of the
liabilities if it is to show how m.uch of the properties are
owned by the business, the extent to which dependence is
made upon creditors for capital, and the degree of risk
which is involved in an investment by creditors or
stockholders in the comoany.
The chief aim in investigating the liability section is
to determine that all the liabilities have been included. It
is not sufficient, however, that all obligations be listed,
but, in addition, the liabilities should be classified into
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creditor has a right to know whether the company's current
debts are out of proportion to its current assets, or
whether other creditors take priority over him by virtue of
their claims being secured by particular assets.
Working capital sec ti on . This section is of primary
importance to the current or short-term creditor, in as
much as i t sets forth the assets from which the current debts
are to be paid. The current assets are less liable to
shrinkage than are the fixed assets and, therefore, the
greater the margin of these former over the current liabilities
or the larger the amount of working capital, the more likely
it is that the current obligations will be paid oromptly and
in full.
Working capital has another important significance as
it is the capital upon which the concern must deoend to
carry on its current operations. Luring times of business
stress a company's credit contracts, and its working
capital tends to become tied up in slow moving inventories,
and often in accounts receivable because debtors take a
longer time in which to oay when business is poor. Under
such conditions a company m.ust have an adequate amount of
working caoital if its ooerations are not to be hampered.
Fixed sec ti on . The fixed section of the balance sheet
shows the amount of capita"* invested in assets of a
permanent nature, the long-term or fixed liabilities, and
the interest of the owners in the business. This section is,
consequently, of most im.portance to those whose interest in
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and bonds, and mortgage holders. These individuals put their
money into the business with the view of receiving a return
on their investments, and the capital assets provide the
basis for the business operations by which income is earned.
The fixed assets also represent the portion of the concern's
capital to which the security holoe'^s will look for
reimbursement in the event of liquidation or insolvency, and
it is to their interests to see that these assets are
sufficient in value to satisfy their claims.
The short-term creditors also have an interest in the
fixed section of the balance sheet for the reason that the
capital assets are in the nature of a secondary defense to
their claims. In the event that the current assets are
insufficient to pay them in full, these creditors must look
to the fixed assets, and, of course, if the fixed liabilities
represent liens on these assets, as is commonly the case,
the short-term creditors will receive what is left after
such claimants as bond ana mortgage holders have been paid.
It f o'* lows from this that it is of importance to the current
creditors whether or not the capital assets are large enough
in value to contain this secondary defense.
Prof i t and loss statement . As i t was stated before, the
primary motive of business is profit, and it is the function
of this statement to indicate how well the organization has
succeeded in attaining that objective. Accordingly, the profit
and loss statement is chiefly valuable in that it orovides the
means by which the earning power of the business can be measured,
or in other words, reveals the business skill and efficiency
- T7;rri!r«7 •
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of the management. The statement shov/s the concern’s
progress, or lack of it, by setting forth the various sources
of the profits and losses, and as a result it explains the
changes which take place in the assets, liabilities and net
w 0 r th
.
The analyst also finds the report useful in comparing
different companies, their percents of gross margin and selling
and administrative expenses, the operating ratios, periodical
provisions for depreciati on, expendi tures for maintenance,
volume of business done, and other such points.
From the point of view of the stock and bondholders the
profit and loss statement is important as it informs them
in regard to the income being realized by the comoany, and
it is from this income that they receive a return on their
investments.
Necessi ty of determining financial trend . From whatever
angle financial condition is being investigated, whether it
be that of the management, investor or creditor, the course
of the business is an imoortant matter. The financial report
of a given pe’-iod may in itself disclose a concern’s
condition to be fairly good, but judgement must be guided by
the trend of the comoany’ s affairs. If the comoarison of the
latest statement with preceding ones shows a steady progress
there is justification for believing tliat the management is
able and efficient, and that the organization presents a
favorable investment and credit risk. On the otiier hand, a
downward trend is ample warning to prospective creditors and
investors to "stay out". The management of a concern does
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well to observe closely the financial progress in order
that it may take immediate steps to remedy any detrimental
conditions that are within its control.
In brief, oresent financial condition is directly
affected by past record, and m.ay be considef'ed as favorable
only when it shows an imorovement over that existing on
previous dates. This does not, of course, hold true during
times of general business inactivity.
Value and in terpretati on of rati os . Ratios provide a
means by which the present state of affairs and the course of
the business over successive periods may be quickly and
easily noted, '^en ratios are computed and recorded from
year to year they furnish an easily read history of the
fluctuations in the company's fortunes, and indicate the
reasons for these fluctuations. These figures have another
import.ance in that they may be compiled for a given industry
and be used by a concern engaged in such an industry as
standards by which to gauge its competitive position. Then
too, the comoarison of the stitements of seoarate comoanies
is greatly facilitated by the use of ratios.
It is to be borne
and interpreted in the
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"learn Nature of Business to Study
Industrial Reports. It is well also to find
out something of coranetitors' activities;
difficulties of financial statements explained.”
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